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August 16, 1965 


(To Chairman and all Commissioners) 


We are writing this letter as counsel for Hodgdon & Co., Inc., 
which is presently the subject of an investigation by your Washington 
regional office to determine whether or not the firm and/or any of its em- 
ployees has violated the Securities Act of 1933 or the Securities Exchange 
Act of 1934. In our capacity as counsel, we are familiar with the general 
course and trend of the investigation and of the matters and transactions 
into which the regional office has inquired. It is an established fact, 
that public notice or knowledge of an investigation of a registered broker- 
dealer can have a disastrous effect, and it is our concern that Hodgdon & 
Co. be protected against any adverse publicity in advance of the Com- 
mission's final disposition of the current investigation. ' Not only could 
the firm suffer a loss of clientele, but its good name and goodwill would 
be seriously affected -- perhaps permanently, and it would probably suffer 
a loss of valuable employees during the period between any public announce- 
ment and ultimate determination. 


The firm's reputation and standing in the financial community, 
the character and reputation of its personnel, the history of its operations 
and particularly recent changes in its management and operations render 
public proceedings unnecessary whether they be judicial or administrative. 
We do not believe that the actions and practices with which the staff seems 
to be concerned were violative of any law or regulation of any administrative 
agency. But whether they were or not these areas of concern relate to events 
occurring prior to changes in the firm's management, and new management 
has corrected any actions or practices which conceivably might have been 
criticized in earlier stages of the firm's operations. In our judgment, the 
firm's operations now conform to and even go beyond required standards of 
fair dealing between a broker-dealer firm and its clients. 
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We set forth below in more detail the facts and circumstances 
conceming the firm and its operations which, in our opinion, clearly justify 
the holding of private, rather than public proceedings (if any proceedings 
are to be brought against the firm). We believe that these facts and cir- 
cumstances conform with the Commission's statements of its criteria for 
private, rather than public proceedings. 


History of the Firm 


The firm was founded in 1955 and has continually been in busi- 
ness since that date. It engages generally in the securities business, 
buying and selling for the account of customers both listed and unlisted 
securities and mutual funds. From time to time it has acted as an under- 
writer of securities of industrial corporations and has also acted as an 
underwriter of real estate syndications. The firm is a member of the 
National Association of Securities Dealers (NASD) and the Philadelphia- 
Baltimore Stock Exchange and through this affiliation is also a member of 
the Boston and Pittsburgh Stock Exchanges. The firm complies with all 
requirements of such exchanges and all of the rules and regulations of your 
Commission. Except for a brief period during the yearly years of its opera- 
tions, when for inadvertent failures to comply with technical regulations 
the firm was disciplined by the NASD and Philadelphia-Baltimore Exchange, 
the firm has never been the subject of any disciplinary action by any regu- 
latory authority, and at no time has there been any disciplinary proceeding 
in which it has been accused of taking advantage of its customers in any 
way. The firm has long since adopted procedures correcting and preventing 
the technical infractions of rules which occurred during the early period of 
its existence. Moreover, in 1964, the present officers and directors ac- 
quired a two-third majority of the firm's outstanding stock, and control of 
the management and policies of the firm. The new management has been 
meticulous in its efforts to comply with all requirements of regulatory agencies 
and with the highest standards of the industry. 


The firm presently has approximately 13,000 customers accounts, 
of which about 10,000 may be considered to be active. No margin accounts 
for customers are maintained by or with the firm. Since the firm's policy 
militates against "trading," discretionary accounts have never been en- 
couraged and even in those cases where discretionary authority was granted, 
such authority was rarely exercised. In October, 1964, new management 
issued a written policy statement advising all registered representatives 
that discretionary accounts would not be allowed, excepting only those 
where the prohibition would work to a client's disadvantage; in those cases 
the reasons for exception must be submitted in writing and approved by the 
Board of Directors. It is not contemplated that such approval will be granted 
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except where the client will be absent from the country for an extended 
period of time. 


As will be set forth more fully below, the firm never has operated 
in the manner ascribed to so-called "boilershops." The firm's policy pro- 
hibits the sale of securities to unknown customers over the telephone. 
Telephone solicitation is confined to a general presentation of the firm's 
services and a request for a personal interview with the client either at 
his office or residence or at the office of the company. When practicable, 
the firm prefers that such interviews take place at its offices. 


Officers, Directors and Personnel 


As set forth above, the firm is controlled presently by its officers 
and directors who acquired collectively a majority of its ‘stock in July, 1964. 
All of such officers and directors (with the exception of W. Lyles Carr and 
the former majority stockholder whose influence and participation in manage- 
ment has been substantially reduced in the last two years) are college graduates. 
No disciplinary proceedings have ever been instituted against any of the officers 
and directors who constitute the present controlling group and are actively en- 
gaged in the management of the firm's operations. In our opinion, the reputa- 
tions and integrity of such officers and directors are beyond reproach. A 
public proceeding against the firm would most unjustly reflect on the character 
of the present officers and directors. 


The firm employs 80 people of whom 55 are registered representa— 
tives. The great majority of the registered representatives are college 
graduates and none has ever been the subject of any disciplinary action by 
any regulatory authority. Prior to engaging in any selling activities, such 
representatives are given a comprehensive course in the purposes and methods 
of operation of the firm and the rules and regulations of all regulatory authori- 
ties. By written memoranda and frequent meetings, registered representatives 
are informed of and advised against improper selling practices, such as 
exaggerated claims of earning power or market appreciation. Corres— 
pondence between registered representatives and customers is regularly 
checked by senior officers which insures that no improper representation 
has been made to the firm's customers. 


All purchase and sales tickets are examined and initialled at the 
close of each day by an officer of the firm. On March 2, 1965, new manage- 
ment issued a written memorandum of policy providing for periodic review of 
every account from the standpoint of activities, commitment in speculative 
securities, and adherence to a “ratio system" of investment. 
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Since its inception the firm has had comparatively few expres-— 
sions of dissatisfaction concerning the activities and representation of 
its registered representatives. All written complaints are examined by the 
firm's officers and when warranted, adjustments are made with the customer. 


We believe that the firm's supervision of its registered repre- 
sentatives is and has been in complete conformity with all rules and regula- 
tions of your Commission and of the NASD. Of course, some infractions 
may be inevitable in a firm with a large number of customers and representa- 
tives, but we believe that such cases are rare. 


Method of Operation 


From its inception the firm has emphasized in its advertisements 
and radio and television messages the importance of financial planning. 
Customers are interviewed by registered representatives and such repre- 
sentatives are required to obtain, or at least attempt to obtain, a completed 
"Confidential Data Sheet," a copy of which is attached. As will be seen, 
this form provides information pertaining to the client's occupation, age, 
number of defendents, financial objectives, the amount of income which is 
expected to be derived from social security benefits, pensions and insurance, 
the value of insurance, annual premium, the nature of real estate holdings, 
the amount of savings in cash and bonds, the nature of security investments, 
and other pertinent information. Only about 40% of the firm's clients have 
been willing to subject themselves to the discipline of completing such a 
form. If an investor refuses to supply this information and insists on the 
acquisition of specified individual securities of his own choosing, such 
orders are marked "unsolicited." If the order is not so marked, it is deemed 
by the firm to be a recommendation of the representative. 


The ratio of investments recommended by the registered representa- 
tive after examination of the Confidential Data Sheet is checked by an officer 
of the firm to determine the suitability of the particular suggestions for the in- 
dividual involved, and as set forth above, adherence is reviewed periodically. - 
The firm is of the opinion and has in the past followed within flexible limits, 
the view that a balance of assets should include, depending upon the particular 
case, sources of fixed income (such as pensions, social security benefits and 
insurance) and investments in mutual funds, since in the firm's opinion the con= 
stant portfolio supervision such funds offer meets the needs of most investors. 
In the past the firm has also recommended real estate syndications in which it 
has acted as underwriter, and has suggested for speculative investment, securi 
ties of companies which it was distributing as underwriter or otherwise. 
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However, in nearly every case where the client has submitted himself to 
financial planning, speculative securities have constituted not more, and 
usually much less, than 20% of the total mix of investments recommended 

to a customer. In certain cases, when indicated by the objectives and 
income of the investor, the firm may offer participation in an oil and gas 
development program. Such programs, however, are offered only to persons 
in relatively high income tax brackets. In cases of investors of substantial 
wealth, the firm may also advise the employment of an investment advisory 
firm for advice on and constant supervision of the client's portfolio. Invest- 
ment advisory firms so recommended do not pay any compensation whatever 
to the firm for such recommendations. The firm also employs a specialist 
in estate planning who is available for a review of the soe financial program 
to be offered to certain clients. 


Substantially all of the securities recommended to customers by 
the firm have been issues registered with the Commission under the Securi- 
ties Act of 1933, and in accordance with that Act, the customer is furnished 
a prospectus of each issue he acquires. This is true not only of mutual funds, 
but of the real estate syndications which the firm has offered and of the oil 
and gas exploratory programs. Few private placements have ever been made 
by the firm and none are contemplated by the new management. 


Prior to 1964 when the already described change in management 
of the firm occurred, the then dominant stockholder had an interest in cer- 
tain of the real estate syndications offered by the firm, a minority interest 
in a distribution company for one of the mutual funds and a less than 1% 
interest in the publicly owned operating company sponsoring oil and gas 
programs offered by the firm. | 


The Report of the Commission's 1962 Special Study of Securities 
Markets (Part I, Chapter 3, page 261) raised the question whether the firm's 
representatives should have made verbal disclosure of such interests to 
customers, particularly those who came to the firm for specialized financial 
planning. But as disclosed by the transcript of the hearing of the Special 
Study (May 10, 1962, pages 583, et seg.), these self-interests were dis- 
closed in the prospectuses concerning the particular investments or were of 
such insignificant character that the Commission's rules did not even require 
that they be disclosed in the prospectus. 


The new management, however, has adopted ai policy since 1964 
of not offering to investors securities of any company in which any of its 
officers or directors has any direct financial interest, other than that of 
underwriter, which interest is of course disclosed on the first page of the 
prospectus. In recent years, moreover, underwritings by the firm have 
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declined in number and the firm, like most reputable broker-dealers, will 

no longer underwrite shares in small, unseasoned, industrial companies. 

In realty offerings, the firm now deals in shares of real estate investment 
trusts, rather than limited partnership participations in real estate syndica- 
tions. This has been made possible by an amendment to the Internal Revenue 
Code which allows liquidity of interest while preserving the inherent tax 
advantages of ownership of real property. 


We believe the firm's advertising of its financial planning pro- 
grams has always sufficiently disclosed the fact that the recommended 
investments would include mutual funds as well as listed securities of 
merit, real estate syndications and, in proper cases, oil and gas programs. 
Since the advent of the new management in 1964 the firm's advertising, 
whether in pamphlet form or on radio or television, has been revised to 
make even more clear that these types of securities are fundamental in 
financial planning programs advocated by the firm. Moreover, in com- 
pliance with NASD requirements, all of the firm's literature, advertising 
and radio commercials are reviewed and approved by that Association. 


Trend of the Investigation 


The investigation cannot and does not indicate that the firm has 
ever engaged in so-called "boilershop" activities. There were no extrava- 
gant claims of prospective earnings and appreciation. The securities 
offered by the firm, with the exceptions stated above, have all been 
prospectus issues consisting primarily of mutual funds, real estate 
syndications and oil and gas programs. The staff's concern seems to be 
with a possible necessity for increased oral disclosure of self-interest or other 
factors because the firm describes itself as specializing in individualized 
financial planning. The staff seems to have the view that use of the term 
“individualized financial planning" may impose a special disclosure obli- 
gation beyond that fulfilled by the prospectus. 


Customers who have been interviewed by the staff and have 
voluntarily informed the firm of the nature of such interviews, have not 
questioned their transactions nor expressed any grievances to the firm. 
The firm now has approximately 10,000 active customer accounts. To 
our knowledge, the staff has examined by personal interview only about 
twenty-three of such customers. As the Commission knows, the inter- 
rogation of witnesses in an investigation is not subject to cross- 
examination, but we are certain that if a registered representative 
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were criticized by an investor, the records would show 2 quite different 
version of the facts. 


For example, the staff has examined a Mrs. D, a customer of 
the firm. We do not know, of course, the nature and character of Mrs. D's 
testimony, but the facts as we have them from the documents and the 
registered representative who handled Mrs. D's account, are as follows: 


The representative has been a friend of Mrs. D and her family 
for a number of years. He is particularly friendly with Mrs. D's son, 2 
friendship which goes back many years. In 1961 Mrs. D requested the 
representative to examine her investments with a view to guch changes as 
might be necessary to increase her aggregate yield. She was then 56 years 
old. Her portfolio consisted of listed securities and bank stocks with an 
aggregate market value of approximately $166,000. The yield was approxi- 
mately $6,000 per year, or about 4% of the value of her investments. Virtually 
all of this income was fully taxable. The representative suggested to Mrs. D 
that from time to time securities in her portfolio be sold, particularly those 
securities which seemed to be fully appreciated and to have little prospects 
of increased yields. Over a period of a year or so, approximately $102,000 
of her 1961 portfolio was liquidated. At the conclusion of this liquidation, 
retrospective examination of her previous holdings revealed that had these 
securities not been liquidated, their aggregate market value would have de- 
clined approximately $30,000. 

Against the recommendation of the firm's representative , approximately 
$40,000 of the cash realized from the liquidation was invested by the customer 
in a magazine enterprise organized by her son. All of this was lost. Twenty- 
thousand dollars was invested in the First National Real Estate Investment 
Trust, which is quoted at or above her investment and upon which distributions 
of approximately 7.2% of the investment have been and are continuing to be 
made; the distribution includes a return of capital which is not subject to in- 
come tax. Approximately $20,000 was invested in real estate syndications 
offered by the firm, some of which have declined in yield from the time of 
original offering. Nevertheless, 1964 distributions on these investments 
were approximately $1,200. Eighteen thousand dollars was invested in an 
Apache Corporation oil and gas program for the purpose of reducing taxes 
caused by capital gainst on the liquidation of certain of the securities. Apache 
Corporation, a listed company, is the largest sponsor of ‘oil exploration programs 
available for public participation. 


x 
Mrs. D employed a certified public account, with whom the registered 


representative discussed general investment objectives as well as specific 
changes in investments. Mrs. D also participated in the determination of 
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these gencral objectives and was consulted with respect to each invest- 
ment transaction. In September of 1962 in a letter to the representative, 
she wrote "my primary reason for making such drastic changes in my port- 
folio was for additional income." Apparently she felt that the representative 
had served her interests well, for in early 1963 she wrote: “Just wanted you 
to know that I do appreciate all your efforts in building up my estate," 


“Subsequently Mrs. D complained about the assessments on her 
Apache Corporation 1961 Canadian Oil Program. Unfortunately these assess- 
ments were inadequately forecast by the prospectus. However, since assess- 
ments were made only for step-out wells in proven areas, they were directly 
related to the success of this particular program. At one point she offered to 
sell her interest in this program back to Apache Corporation. At the time of 
the offer she had invested $18,000 ($10,700 after tax deduction). The repre- 
sentative, having reason to believe that eventual income from this program 
would exceed $30,000, discouraged Mrs, D from accepting Apache's buy-back 
offer, which computed on a formulary basis was $14,385. Her attorney con- 
curred. Mrs. D finally accepted this advice and retained her oil and gas 
investment from which she receives approximately $125 per month. 


Obviously there may be differing judgment as to the wisdom 
and reesonableness of particular recommendations for shifts of investments f 
but each of these shifts for Mrs. D were believed to be commensurate with 
Mrs. D's stated objectives and indeed have tended to fulfill them. It should 
be noted that despite Mrs. D's loss of $40,000 on the investment in her son's 
magazine, the 1964 distributions from the portfolio remaining were approxi- 
mately equal to her distributions from investments at the time she first became 
a customer of the firm. 


Another example is the case of Miss G, a doctor of medicine 
specializing in anesthesiology. She was referred to a registered representa- 
tive of the firm by her sister. She was 35 years old, unmarried, had a 72 -year 
old mother with a sizeable independent income and could anticipate some in- 
heritance from her. Miss G was earning approximately $15,000 per annum in 
1960. Her earnings have increased annually and her practice now nets her 
approximately $30,000 per year. 


Miss G had a substantial equity in her home and various insurance k. 
policies which protected her against health and accident hazards. Shortly 
before consulting the firm she madé an advance payment of $40,000 on an 
annuity policy issued by Maryland Life Insurance Company which was to 
accrue interest at the rate of 3-1/2% per annum and produce $359 per month 
at age 60. Miss G also had approximately $25,000 invested in American 
Smelting and approximately $5,000 in American Telephone and Telegraph. 
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She estimated that she could save for investment purposes $300 to $400 
per month. Her investment objective was stated to be early retirement 
with an income of approximately $1,000 per month. 


In view of her age, earning capacities and savings potential, 
the registered representative recommended that she liquidate the annuity 
policy as unsuitable to her position or objective and invest approximately 
$33,000 of the proceeds in the outright purchase of shares of two mutual 
funds emphasizing long-term growth as their investment policies. It was 
also recommended that she augment her holdings in these funds by addi- 
tional investments of $100 per month in each of the funds. As her income 
and, hence, her tax bracket increased, the registered representative 
recommended that she invest funds in oil and gas programs offering certain 
and known tax advantages. It was also suggested that she gradually sell 
her stock in both American Smelting and AT & T. The representative be- 
lieved that American Smelting had reached its full growth potential and 
that AT & T was selling at an inflated price. Moreover, it was felt that 
an investment in a diversified, professionally managed equity portfolio, 
i.e., the two proposed mutual funds, would be a more suitable invest- 
ment than the shares of two companies. It was also proposed that she 
place a total of approximately $20,000 in real estate syndications sponsored 
by the firm with a view toward reinvesting the tax-sheltered yield in more 
mutual fund purchases. The representative also believed that Miss G's 
yearly earnings made a certain amount of speculation desirable. Miss G 
gave the representative discretionary authority, but this authorization 
was never used and every investment involving significant sums of money 
was discussed with her prior to an investment commitment. 


Although most of the speculative securities recommended by the 
registered representative have depreciated in value since Miss G acquired 
them, and at least one became valueless (and was treated as a tax offset 
against capital gain), we believe that the representative made these recom- 
mendations out of a sincere conviction that they would lead to the attainment 
of Miss G's investment objectives and were reasonable and suitable under 
the circumstances of her age, profession and income. 


Some of the real estate syndications in which ‘Miss G holds an 
interest are producing less yield than anticipated, but the real properties 
are located in growth areas and present vacancies would appear to be tem- 
porary. The mutual funds in which most of Miss G's money has been placed 
have performed well. Her mutual fund holdings had a market value of $49,000 
as of January of this year against a cost basis of $32,500. 
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In the event the staff should rely on cases such as those above 
as a basis for recommending a proceeding against the firm, it would appear 
that the facts here are very much in dispute. Under such circumstances, 
the Commission has customarily held private proceedings, if it has’ held 
any proceedings atall. See II Loss, Securities Requlation, Little Brown 
and Co. (1961) at page 1335. 


= The staff has also seemed concerned with the suitability of 
particular investments for particular customers. We believe the staff's 
approaches and their legal theses, if sustained, constitute departures 
from generally accepted standards now prevailing in the industry. We 
believe the practices, procedures and disclosures made by the firm and 
its registered representatives to investors fully comply with existing stand- 
ards. The firm, of course, cannot and does not object to cooperating toward 
the evolution of greater and more exacting standards of conduct between a 
broker-dealer and his clients. However, if such standards are to be adopted 
by way of an adjudicative proceeding, such proceeding should be held privately 
in the interest of fairness to the firm which becomes.a sounding board for 
evolving such standards. This is especially true where the investigation 
of this firm shows no evidence of the gross fraud and complete disregard 
for the interests of investors which is typical of the firms against which 
public proceedings have been conducted by the Commission. 


The Absence of a Public Interest in Public Proceedings 


The Commission has publicly stated that a material factor in its 
determination whether to conduct disciplinary proceedings publicly or pri- 
vately is the degree to which nondisclosure of proceedings may prejudice 
investors: whose possible causes of action against the firm may be eliminated 
by the expiration of the statute of limitations during the private proceedings. 
The great majority of the transactions and practices examined by the Commis- 
sion's staff in the investigation took place more than three years ago, long 
prior to the change in the firm's management in 1964. Thus, the statute 
of limitations set forth in Sec. 13 of the Securities Act on causes of action 
created by the statute itself has already expired. It is true that the courts 


*/ The order of investigation in this matter refers to six offerings made by 
the firm, four of which were made and completed prior to the close of 1962. 
The other two were made and completed more than one year ago while the 
firm was still under control of prior management. The latter two offerings 
have, in our judgment, maintained their value and are presently worth at 
least the offering price. The firm has received no complaints from any 
customers in respect to these offerings. 
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have held that actions under Section 17(a) of the Securities Act and 10(b) 

of the Securities Exchange Act and Rule 10b-5, promulgated under such 

Act, have the same statute of limitations as that prevailing for common law 
actions in fraud and deceit in the jurisdictionin which the alleged fraud 
occurred. We doubt strongly, based on our knowledge of the investigation's 
course, that actions exist under these statutes or at common law. In any 
event, if a proceeding is to be brought in this matter, the firm stands ready 
to stipulate with the Commission to waive any rights which it may have to 
assert the statute of limitations in any civil actions brought against it for 
any reasonable period the Commission may suggest after the Commission 
has rendered any decision in the proceeding. We believe, therefore, that 
under the circumstances there can be no justification for a public proceeding 
on the theory that private proceedings may cause the loss of the right to in- 
vestors to commence actions against the firm because of the statute of limitations. 


We note that the Commission has conducted private proceedings 
in cases in which serious accusations have been directed against a broker- 
dealer. See In the Matter of Axe Securities Corporation; E. W. Axe and Co., 
Inc., Securities Exchange Act Release No. 7442 (October 14, 1964); Matter of 
Wayne Jewell Company (Securities Exchange Act Release No. 7235 (1961), in 
which charges of sale of unregistered securities and fraud and manipulation 
were asserted against a broker-dealer, We are also aware that a private pro- 
ceeding is presently being conduct*against a very prominent member of the 
New York Stock Exchange for alleged fraudulent sale of speculative securities 
notwithstanding detailed publicity concerning such activities contained in 
the Commission's Report of its Special Study and the publication of the pro- 
ceedings and judgment of the NASD against such firm prior to the institution 
of the Commission's proceedings. We think these decisions were correct, and 
if any proceedings are to be conducted against Hodgdon & Co., under princi- 
ples of equal protection, it is entitled to similar treatment, i.e., a private 
proceeding. 

| 


Conclusion 

On the basis of all the foregoing considerations, we are convinced 
that no proceedings are necessary for the correction of dny acts and practices 
of the firm. Such acts and practices which may have been subject to criticism 
in the past have been fully corrected by present management and there is no 


need for remedial action on the part of the Commission. 


Indeed, we believe that internal safeguards created by new manage- 
ment, even prior to the formulation and distribution of the NASD bulletin on 
supervision, places this firm on the highest level of ethical practices. 
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The firm now employs, at its own expense, independent, outside 
professionals, such as auditors and engineers to evaluate all proposed real 
estate offerings and on their advice has rejected proposals when acceptance 
and placement would have produged large underwriting fees. New manage- 
ment has also instituted a unique method of policing switches from mutual 
funds to other mutual funds or different types of investments. Whenever the 
trading department receives a sell order for mutual funds without an accom- 
panying direction to send the proceeds directly to the customer, the presi- 
dent of the firm is advised of the proposed transaction before it takes place. 
He then telephones the registered representative to ascertain the reason for 
sale. If it appears that the customer intends to reinvest the proceeds in 
another mutual fund or any other commissionable investment, the customer 
is asked te furnish a written statement acknowledging his awareness that 
the transactions will involve payment of additional commission, and that 
such transactions are at his direction. During regular weekly meetings, 
representatives are lectured on legal requirements, ethical standards, and 
their responsibilities. Outside experts, such as tax lawyers and personnel 
of the Internal Revenue Service,give lectures on specialized topics. New 
management now retains a prominent research firm to provide research on 
listed securities. These policies and practices and those mentioned earlier 
are only a portion of the changes adopted by the new management to assure 
the firm's adherence to the highest standards in every facet of its operations. 


We believe that since disciplinary proceedings against broker- 
dealers are essentially remedial and not punitive in character and purpose, 
the facts set forth herein support a conclusion that no proceeding is neces- 
sary. We assure you that the firm has no objection to evolving standards of 
behavior for broker-dealers in respect of their customers ard stands ready to, 
and has always complied with, all such ascertainable standards and with all 
of the rules and regulations of the Commission and other regulatory agencies. 
However, if the Commission believes that action is necessary to formulate 
additional or new standards of practice for broker-dealers, a private pro- 
ceeding could accomplish this objective with minimum injury to the firm. 


If the Commission is disposed to institute a proceeding against 
the firm, private or public, we respectfully request pursuant to Section 6(a) 
of the Administrative Procedure Act—/ that we be granted the right to be heard 


*/ Section 6{a) provides: "So far as the orderly conduct of public business 
permits, any interested person may appear before any agency or its responsible 
officers or employees for the presentation, adjustment, or determination of any 
issue, request, or controversy in any proceeding (interlocutory, summary, or 
otherwise) or in connection with any agency function." 
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in oral argument against the institution of such a proceeding, or in the 
alternative, against the conduct of such proceeding publicly. 


Respectfully submitted, 
DICKSTEIN & SHAPIRO 


By 
General Counsel 


Harry Heller, Special Counsel 


Mr. Ralph S. Saul 
Director, Division of Trading and Markets 


Mr. Alexander J. Brown, Jr. 
Regional Administrator 


Mr. Paul F. Leonard 
Assistant Regional Administrator 
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% Tax Bracket 
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lave you made a Will? . Is there a possible inheritance? : ° 
the event of premature death, what amount of money per month would your wife or 
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do you contemplate substantial charitable contributions? $ e : 
lave you cansidered the use of Trusts in your Financial Planning? 
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I 
The Commission's public official files disclose that: 


A. Hodgdon & Co., Inc. (registrant), a Delaware corporation, has been 
registered as a' broker-dealer pursuant to Section 15(b) of the Securities 
Exchange Act of 1934 (Exchange Act) since May 1, 1960 and is still so registered. 
Registrant is the successor to Hodgdon & Co. which registration became effective 
on February 7, 1956. 


B. James F. Haight (Haight) is the president, a director, and a 10% 
or more stockholder of registrant. A. Dana Hodgdon (Hodgdon) was Chairman of 
the Board, treasurer, and 10% or more stockholder of registrant. Burton 
Kitain (Kitain), W. Lyles Carr, Jr. (Carr), David M. Adam, Jr. (Adam) and 
Jemes W. Harper III (Harper) are vice-presidents and directors of registrant. 


C. Registrant is a member of the National Association of Securities 
Dealers, Inc. (NASD), a national securities association registered pursuant to 
Section 15A of the Exchange Act. 7 


D. Registrant is a member organization of the Philadelphie-Baltimore- 
Washington stock exchange and other exchanges. 


II 


As a result of an investigation, the Division of Trading and Markets 
has obtained information which tends to show and it alleges that: 


A. During the period from approximately May 1957 to date hereof, Homer 
E. Davis (Davis) has been a salesman for registrant. During the period from 
approximately May 1960 to date hereof, Robert F. Kibler (Kibler) has been a 
salesman for registrant. During the period from approximately March .1960 to 
July 1961, Louis S. Amann (Amann) was a vice-president and director of registrant 
and thereafter from October 1961 to approximately October 1965 was a salesman. 
During the period from approximately August 1959 to January 1963, James L. 
Roper (Roper) was a salesman for registrant. During the period from approxi- 
mately November 1961 to approximately November 1964, Harvey E. Baskin (Baskin) 
was a salesman and from approximately January 1963 to approximately November 
1964 was also assistant.to the then president (Hodgdon) of registrant. 


B. During the period from epproximately May 1960 to June 1964, regis- 
trant, Hodgdon, Haight, Carr, Harper, Adam, Kibler, Davis, Kitain, Roper, 
Baskin, Amann, hereinafter sometimes collectively referred to as respondents, 
singly and in concert, wilfully violated and aided and abetted wilful violations 
of Section 17(a) of the Securities Act of 1933 (Securities Act) and Sections 
10(b) and 15(c)(1) of the Exchange Act and Rules 10b-5 end 15cl-2 thereunder 
in that respondents in connection with the offer, sale and purchase of 
securities, directly and indirectly, employed devices, schemes and artifices 
to defraud, obtained money and property by means of untrue’ statements of 
material facts and omitted to state material facts necessary to make the 
statements made in the light of the circumstances under which they were made, 
not misleading and engaged in transactions, acts, practices, and a course of 
business which would and did operate as a fraud and deceit’ upon purchasers 
and prospective purchasers of securities. As a part of the aforesaid conduct 
and activities, respondents, among other things, would and! did: 


(1) permit, engage and errange for the employment as salesmen for 
registrant of individuals who had little or no prior experience, 
training or qualifications as securities salesmen and permit, 
encourage and arrange for registrant's salesmen to advise customers 
regarding their finances including securities investments, real 
estate, taxation, trusts and wills, oil and gas, and insurance 
without suitable training in such fields and without suitable 
training or indoctrination in the standards of conduct required 
of those engaged in the securities business; | 

| 

induce: inexperienced and unsophisticated customers to repose 

complete trust and confidence in them causing such customers to 

believe that they would act in their best interests in connection 
with all purchases and sales of securities; 


cause such customers to believe that respondents had special 
skill, knowledge, and experience in financial planning, including 
securities investments; 


induce customers, without regard to such persons’ financial needs 

and objectives, to sell seasoned securities out of their investment 
portfolios and reinvest the proceeds in unseasoned and speculative 
securities in which respondents had. direct and indirect intererts; 


fail to disclose to such customers the respondents special interests 
in certain transactions, aamely, registrant's commissions, charges, 
and profits on securities transactions; 


cause such customers to retain their trust and confidence in 
respondents by means of lulling letters and oral representations 
that they were better off because of the financial advice given 
by respondents, when, in fact, such customers had suffered losses 
or were no better off than before dealing with respondents; 


engage in the distribution and sale of speculative and 
unseasoned securities without first having made reasonable 

and diligent inquiry as to the true nature and worth of these 
securities, although on notice of facts and circumstances which 
made such inquiry essential and which inquiry, if made, would 
have revealed the background of the issuers, the circumstances 
surrounding their organization, and the history of these issuers 
as to their operations, earnings, dividends, current financial 
condition and other similar matters; 

engage in the distribution and sale of securities to customers 
without disclosing their failure to have made the inquiries described 
above and their failure to obtain and disclose such material 
adverse information; : 


endeavor by the use of high pressure selling efforts to place 
customers in a position where they were asked to make hasty 
decisions to buy securities upon the basis of incomplete, 
untrue, deceptive and unsubstantiated representations; 


offer to sell, sell, and deliver after sale, the securities of 

U. S. Infrared Corp., (Infrared), Paragon Electrical Manufacturing 
Corp., (Paragon), and Data Processing Corp., (DPC) when no 
registration statement under the Securities Act had been filed 

or was in effect with respect to such securities; 


while engaged in the distribution of Infrared, Paragon, DPC and 
other securities and acting as a broker-dealer fail to send 
confirmations of certain of such transactions to customers 

at or before the completion of each such transaction; 


participate in the operations of a securities selling organization in 
which the salesmen without suitable training in the standards 
of conduct required of those engaged in the securities business 


were permitted ar.d encouraged to offer and sell s.curities to 
customers and fail to reasonably supervise salesmen who were 
subject to their supervision, with a view to preventing 
violations of the statutes, rules and a ceaeoute administered 
by the Commission. 


fail to make entries on the books and records of registrant for 
the purpose of concealing all or certain of the ectivittes in 
paragraphs (1) through (12) above; and 


make untrue, deceptive, and misleading statements of material 
facts and omit to state-material facts necessary in order to 
make the statements made, in the light of the circumstances 
under which they were made, not misleading with regard to all 

or certain of the securities of Infrared; Paragon; DPC; Van Pak, 
Inc.: Roseville Detroit Limited Partnership, and Apache Canadian 
Oil & Gas Program 1961, concerning, among other things: 


(a} a rise in the price of such securities; 


(b) the earnings and financial condition of the issuers; 


(c) the use of the proceeds by the issuers; 

(d) the uniqueness or superiority of the products; 

(e} the rate of return from these securities; 

(£) the quality and safety of the securities; 

(g) the future prospects of the issuers; 

(h) the contracts held by the issuers; 

(i) the management of the issuers; 

(j) the market value of the securities; 

(k) the registrant's recommendation of such securities; 
(1) the future assessments on the securities; ! 


(m) the activities described in paragraphs (1) hough (13) 
above; 


and other statements, representations, and oni ssions of similar 
object and purport. 


C. In carrying out the activities and course of business described 
in paragraph B of Section II above and during the period of time described 
therein, registrant, Hodgdon, Haight, Kitain, Carr, Adam, Davis, Amann, and 
Roper, singly and in concert, wilfully violated and aided and abetted wilfull 
violations of Sections 5(a) and 5(c) of the Securities Act and Sections 
15(c)(1) and 17(a) of the Exchange Act and Rules 15cl-4 and 17a-3 thereunder 
in the manner and means more fully described in the referenced subparagraphs: 


lSeetions 5(a) and S(c) 
of the Securities Act Subparagraph (10) 


As to registrant, Hodgdon, Haight, Kitain, Carr, Davis, Amann, and Roper only: 


Section 15(c}(1) and Rule 15¢1-4 
of the Exchange Act Subparagraph (11) 


Section 17(a) and Rule 17a-3 
of the Exchange Act Subparagraph (13) 


D. During the period of time referred to in paragraph B of Section 
II hereof, registrant, Hodgdon, Haight, and Carr, singly and in concert, wilfully 
violated and aided and abetted wilful violations of Section 15(c)(2) of the 
Exchange Act and Rule 15¢c2-4 thereunder in that while engaged as a broker- 
dealer and acting as underwriter of Southeastern Mortgage Investors Trust on a 
“best efforts" basis in the distribution of such securities they failed to 
promptly transmit funds to the issuer or establish an escrow bank account in 
which to deposit funds so received. 


E. During the period of time referred to in paragraph B of Section 
II hereof, registrant, Hodgdon, Haight, Kitain, Carr, Adam, Harper, and 
Amann, singly and in concert, wilfully violated and aided and abetted wilful 
violations of Section 15(b) of the Exchange Act and Rule 15b3-1 thereunder 
in that they failed to promptly amend registrant's application as a broker- 
dealer to disclose changes in registrant's officers, directors, and holders 
of 10% or more of its stock. 


F. While engaged in the acts, practices and course of business 
described in paragraphs B through E of Section II, respondents, directly 
and indirectly, made use of the mails and means and instruments of transpor- 
tation end communication in interstate commerce, and of the means and 
instrumentalities of interstate commerce, and effected the transactions 
mentioned otherwise than on a national securities exchange. 


Ill 


In view of the allegations made by the Division of Trading and 
Markets the Commission deems it necessary that public proceedings be 
instituted to determine: 


(A) Whether the allegations set forth in Section II nereof are 
true and in connection therewith to afford respondents an Opportunity to 
establish any defenses to such allegations; and 


(B) -What, if any, remedial action is appropriate in the public 
interest pursuant to Sections 15(b), 154 and 19(a)(3) of the Exchange Act. 


Iv 


IT IS ORDERED that a public hearing for the purpose of taking evidence 
on the questions set forth in Section III hereof be held at’ a time and place to 
be fixed, and before a hearing officer to be designated by further order, as 
provided by Rule 6 of the Commission's Rules of Practice (17 CFR 201.6). 


IT IS FURTHER ORDERED that each party file an answer to the allegations 
contained in the order for proceedings within 15 days efter! service upon him of 
Said order as provided by kule 7 of the Commission's Rules of Practice 
(17 CFk 201.7). If any party fails to file the directed answer or fails to 
appear at a hearing after being duly notified, such party shall be deemed in 
default and the proceeding may be determined against such party upon considere- 
tion of the order for proceedings, the allegations of which! may be deemed to 
be true as provided by Rules 6(e) and 7(e) of the Commission's Rules of 
Practice. 


This order shall be served upon Hodgdon & Co., Inc., A. Dana Hodgdon, 
James F. Haight, Burton Kitein, W. Lyles Carr, Jr., David M. Adam, Jr., James 
W. Harper, ILI, Homer E. Davis, Robert F. Kibler, Louis. S. Amann, James L. Roper, 
and Harvey E. Baskin .personally or by certified mail forthwith. 


In the absence of ‘an appropriate waiver, no officer or employee of the 
Commission engaged in the performance of investigative or prosecuting functions 
in this or any factually related proceeding will be permitted to participate 
or advise in the decision upon this matter, except as a witness or counsel in 
proceedings held pursuant to notice. Since this proceeding is not "rule-making" 
within the meaning of Section 4(c} of the Administrative Procedure Act, it is 
- not deemed to be subject to the provisions of that section delaying the effective 
date of any final Commission action. 


By the Commission. 


Orval L. DuBois 
Secretary 
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MOTION TO DISMISS 


Come now Hodgdon & Co., rae A. Dana Hodgdon, 
James F. Haight, Burton Kitain, W. Lyles Carr, Jr., 
David M. Adam, Jr., James W. Harper, III, Homer E. Davis, 
and Robert F. Kibler, respondents herein, and move for an 
order dismissing the order for public proceedings in the 


within case on the grounds that: 


(1) The Commission's refusal to conduct 
these proceedings privately and to hear oral 


argument on that issue constitutes a violation 


2) 


Fe va 


of due Orocess of law and Section 6(a) of the Ad- 
ministrative Procedure Act; and 


(2) The Commission has prejudged the merits. 


Respondents further move for an order requiring, 
for the purpose of examination and copying, the production 
of any end all documents, memoranda, correspondence and 
all other written communications in this case by or be- 
tween members of the Commission's staff and the Commis- 
sion in any way referring or relating to the ‘Commission's 
"Special Study of Securities Markets" or to the investi- 


‘gation conducted by the staff of said "Special Study." 


As further grounds for this motion, which respond- 
ents request be argued orally, the undersigned refer the 


Commission to respondent's brief served and filed herewith. 


March 16, 1966 DICKSTEIN, SHAPIRO & GALLIGAN 


lA TZ L RF care 
David I. Shapiro 

1411 K Street, N. W. 
Washington, D. C. 20005 


Haney Hetlez 


HARRY HELLER | 
1700 K Street, N. W. 
Washington, D. C. 20006 


Attorneys for Respondent Hodgdon 
& Co., Inc. and individual Re- 
spondents Hodgdon, Haight, Kitain, 
Adam, Harper, Davis and Kibler 
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UNITED STATES OF AMERICA 
Before the 
SECURITIES AND EXCHANGE COMMISSION 


April 18, 1966 


ee 
In the Matter of Z 
HODGDON & CO., INC. (8-8427) * 


‘A. DANA HODGDON 
JAMES F. HAIGHT ORDER DENYING MOTIONS TO DISMISS 


BURTON KITAIN : THE ORDER FOR PROCEEDINGS AND 
W. LYLES CARR, JR. : FOR PRODUCTION OF DOCUMENTS 


DAVID M. ADAM, JR. 
JAMES W. HARPER, III 
HOMER E. DAVIS 
ROBERT F. KIBLER 
LOUIS S. AMANN 
JAMES L. ROPER 
HARVEY E. BASKIN 


Respondents Hodgdon & Co., Inc. ("registrant"), A. Dana Hodgdon, 
James F. Haight, Burton Kitain, W. Lyles Carr, Jr., David M. Adam, Jr., 
James W. Harper, LII, Homer E. Davis, and Robert F. Kibler filed motions 
to dismiss the order for proceedings issued by the Securities and Exchange 
Commission ("Commission") on March 2, 1966 on the grounds that: 

(1) The Commission's refusal to conduct this proceeding 
privately and to hear oral argument on that issue constitutes 

a violation of due process of law and Section 6(a) of the 

Administrative Procedure Act; and 

(2) The Commission has prejuded the merits. 

In addition, these respondents also seek production of documents 
and written communications by or between members of the Commission's staff 
and the Commission relating to the Commission's "Special Study of Securi- 
ties Markets". 

Respondent Louis S. Amann also moves to dismiss on the grounds 
set forth in item (2) and for the production of the same documents referred 


to above. Supporting briefs have been filed on behalf of the moving 
- JA 24 - 


= Fi 


parties and opposing briefs by the Division of Trading and Markets 
("Division"). 
The order for proceedings alleges, in substance, that all respon- 
dents, "singly and in concert", violated the anti-fraud provisions of 
the securities laws; that certain of the respondents, "singly and in 
concert", offered and sold unregistered securities, failed to furnish proper 
confirmations of transactions to customers and failed to maintain proper 
books and records; that certain of the respondents, “singly and in con- 
cert", while engaged as underwriter, failed to promptly transmit funds 
to the issuer; and that certain of the respondents, “singly and in con- 
cert", failed to promptly amend registrant's broker-dealer application. 
Movants urge that the Commission's refusal to hold a private 
rather than public hearing in this Brocendine results in discriminatory 
enforcement of the Securities Exchange Act, Section 22. Their argument 
is predicated principally on the differences in treatment by the Commis- 
sion of the instant proceeding and Shearson, Hamill ae which 
private proceedings were ordered. They assert that the cases are so 
similar in nature as to afford "no rational basis" for different treatment. 
The pertinent portion of Section 22 provides that: "Hearings 
may be public ***" thus placing full discretion in the Commission to 


2/ 
institute public rather than private proceedings. It is the Commission's 


Meee en a TIS 


1/ Securities Exchange Act Release No. 7743 (November 12, 1965) 


2/ J. H. Goddard & Co., Inc., Securities Exchange Act Release No. 7321 


(May 22, 1964). 


eis 


long standing policy that "Private hearings should be tne exception 


3/ 
rather than the rule." To this Hearing Examiner's knowledge the 


majority if not, indeed, the overwhelming majority of revocation proceed- 


ings alleging violetion of the anti-fraud provisions of the securities 


lews have been public proceedings. In the light of the recognized 
4/ 


reasons for holding public rather than private proceedings, and since 
there appears to be no question thet this policy has been followed, it 


is manifest that there has been no showing of the "clear abuse" required to 
s/ 
overturn the Commission's exercise of discretion in this case. 


Of course, the Hearing Examiner has no information relating to the 
Commission's deliberations. But it must be readily apparent that in the 


appropriate exercise of the discretion granted the Commission by the Congres 


3/ Utilities Employees Securities Company, et al., 3 S.E.C. 1087, 1094 
(1938). 


4/ Loss, Securities Regulations, Second Edition, Vol. II, p. 1344; J.H. 
Goddard & Co., Inc.,supra, in which those reasons are stated as follows: 


"Public proceedings not only apprise investors of 
possible causes of action against broker-dealers prior 
to the running of the statute of limitations, but also 
enable investors to institute such actions promptly 
before any of their witnesses have become unavilable, 
and may encourage persons to come forward to testify or 
to request leave to be heard or to intervene. In addi- 
tion, public proceedings may alert investors to certain 
activities of broker-deslers, and inform the industry 
that the Commission has instituted action with respect 
to such activities." 


5/ Carison v. Landon, 342 U.S. 524, 540-41 (1952). 


something more than merely the general anti-freud nature of the allegations 


of an order for proceeding may well constitute an important part of 


the Commission's considerations in determining whether the proceeding 
should be public or private. For example, only one security was involved 
in Shearson whereas the order for proceedings in this case alleges that 
registrant advised its customers as to "securities ee real 
estate, texetion, trusts and wills, oil and gas and insurance without 
suitable training in such field * * *." Further, in this case registrant 
is a local firm and the alleged violations occurred in its central office, 
presumably under the eyes of the firm's principals, whereas Shearson 


involved a much larger firm with many branches throughout the United States 
-and some in foreign countries and the violations occurred in its West Coast 
branch Apr os it is unnecessary either to list the differences 
between Shearson and the instant matter or to attempt to conjecture as to 
the bases for the Commission's “public or private" decisions. It is suffi- 
cient that the matter has been held to “rest in the sound discretion of 
the agency created by the Congress and not with the courts xk oe 

Nor does the Commission's refusal to hear oral argument on the 
public or private question violate due process. In Federal Communications 
a ne EE EEIEIESEEEESE ESD EDEESEEEEEEREEEEEEE 


6/ See Goddard, note 5, p- 2 as to the dubious effectiveness of the waiver. 
of the statute of limitations offered by movants. 


T/ Securities and Exchange Commission v. Harrison, 80 F. Supp 226 (U.S.D.C., 
D.C., 1848), where the question whether investigations by this Commission 
are to be conducted by “open or closed hearings” was at issue. 
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Commission v. WJR, the Supreme Court reversed a lower court ruling 


which “would require oral argument upon every question of law apart 
from interlocutory Breer ae in administrative proceedings of 
every sort." Although the court also recognized that oral argument as 
a matter of procedural due process varies from case to case, no justi- 
fication for oral argument is apparent here. 

Moreover, the Commission's consideration of the letter of 
August 16, 1965, submitted by those movants urging this issue and 
which sets forth at length their arguments in favor of private rather 
than public proceedings, constituted a sufficient hearing under any 
reasonable requirement of due process in view of the nature of the 


issue and, certainly, under Section 6(a) of the Administrative Procedure 


Act, assuming arguendo that section requires any hearing on this question. 


The several cases cited by movants relating to discrimin- 


atory or arbitrary action as violative of due process of lew are inapposite. 


Neither the question of the propriety of segregation in the schools nor 
10/ 


the unconstitutionality of allegedly discriminatory stetutes is relevant. 
And in the situation where exercise of discretion by the Secretary of 
State in the issuance of passports was challenged, the Court held that 


his discretion was limited historically, and so understood by Congress 


337 U.S. 265 (1949). 


Interlocutory matters are described as "stays pendente lite, temporary 
injunctions and the like." 


Schneider v. Rusk, 337 U.S. 163 (1964); Weiman v. Updegraf, 344 U.S. 


183 (1952); @£. Rudder v. United States, 226 F. 2d 51 (C.A.D.C., 1955); 
Taylor v. United States, 320 F. 2d 843 (C.A. 9, 1963). 
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1/ 
in enacting the statute under which he acted. 


Movants’ assertion that the Commission has prejudged the merits 
is predicated upon the Commission's Report of Special Study of Securi- 
ties Markets, Part I, pp. 261-], transmitted to the Congress on April 3, 


1963 “pursuant to Section 19(d) of the Securities SSK Act of 1934 


12/ 
Po 


The alledgedly offending portion reads: 


“Specialization by itself is not only inevitable but in many 
respects desirable. There is a danger, however, that the special- 
ist may not hold himself out to the public as such, but may project 
an image of equal willingness to sell, and equal knowledge about, 
securities other than those within his specialty. In such instances, 
specialization strains the broker's obligation to deal fairly with 
his customer, and strains it even further where a relationship of 
of trust and confidence has been developed. 


“An example of this practice appeared in the study's public 
hearings. The brokerage firm of Hodgdon & Co., Inc., which employs 
over 50 salesmen in 3 offices, advertises itself extensively, both 
in newspapers and on the radio, as ‘specialists in financial plan- 
ning,' emphasizing in its advertisements its special ability to 
devise an investment program tailored to the individual needs of 
each customer. In fact the firm's salesmen are instructed, in 
making recommendations to customers who avail themselves of the 
firm's offer of financial planning, to follow a fairly rigid invest- 
ment formula under which the customer will divide the major part of 
his capital between mutual funds and real estate syndications, the 
latter described by the firm as ‘blue chips.' Approximately one- 
third of the real estate issues purchased by customers were in enter- 
prises promoted by the firm, and one-half of the mutual fund shares 
sold were of a fund in which the proprietor of the firm had an inter- 
est through the fund's management company. Extra compensation is 
paid on sales of this fund and on real estate syndications promoted 
by the firm. The emphasis on real estate participations and mutual 
funds is reflected in the fact that in the firm's 8-year history, 
less than 20 issues of industrial companies have been recommended 
to customers and of these, 8 were underwritten by the firm." 


PSS ati J RDM Rs SR rR enc ner SESE 
1/ Kent v. Dulles, 357 U.S. 116 (1958). | 


12/ As stated in the Commission's letter of transmittal, that section 
“directs the Commission to make a braod study of the adequacy of 
investor protection in the securities markets." 
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The "rule of necessity" conclusively rebuts ‘this contention. 
; 13/ 


In Marquette Cement Mfg. Co. v. Federal Trade Commission, as here, the 


cleim of prejudgment was based upon reports made by the Commission either 
to the Congress or the President as required by statute. The Court assumed 
that the Commission from numerous investigations had formed an opinion 
on the issues involved. It held, nevertheless, citing extensively from 
other cases, that the "stern rule of necessity" will at permit destruc- 
tion, through disqualification, "of the only tribunal with power on the 
premises.“ On appeal the Supreme Court having made the same assump- 
tion as did the lower court as to the formation of an opinion on the 
issues by;the Commission, agreed with that court's holding rejecting 
disqualification of the Commission. The Supreme Court also pointed to 
a further objectionable aspect of the respondents' position: 
"Yet if Marquette is right, the Commission, by making 
studies end filing reports in obedience to congressional 
commend, completely immunized the practices investigated, 


even though they are 'unfair;' from any cease and desist 
order by the Commission or any other governmental agency." 


Respondents recognize the "rule of necessity" but argue that 


it does not apply where a tribunal other than the Commission may take 


———eeees eee 


3/ 147 F. 2d 589 (C.A. 7, 1945). 


14/ See also Federal Home Loan Bank Board v. Long Beach Savings & Loan 
Association, 295 F. 2d 403 (C.A. 9, 1961). 


15/ Federal Trede Commission v.-Cement Institute, 333 U.S. 683 (1948). 
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appropriate action. They assert that they are all registered with 

the National Association of Securities Dealers, Ine. | ("NASD") and 

subject to appropriate disciplinary action by that body. But the 
sanctions available to the NASD are limited to suspension or withdrawal 

of registration only from that organization. The Commission, alone, is 
clothed with the authority and charged with the responsibility, where 

the public interest would require, of imposing suspension or revocation on 


a broker and dealer or the barring or suspension of a registered repre- 


mene totally or partially excluding a broker-dealer or 

registered representative from related activity in the securities business. 
Moreover, assuming that the Commission had formed an opinion, 

"it [does] not necessarily mean that the minds of its members are irrevo- 

cably closed on the subject * * oe rights of respondents to 

establish their defense by evidence, cross-examination of witnesses, 

legal argument and other properly available means a preserved including 

judicial review of the Commission's ultimate decision, if ae 

Under those circumstances it is not to be assumed in advance of hearing that 

the Commission, a responsible Government body, will fail to carry out 

their manifest See is also relevant that the combination of investi- 

gative and judicial functions within one agency does not violate due 


ee  —— 


16/ Cf. Marquette Cement Mfp. Co. v. F.T.C., supra, at pp. 593-4. 


17/ Federal Trade Commission v. Cement Institute, supra, p. 701. 


18/ Ibid. 


19/ National ers Guild v. Brownell, 225 F. 2d 552 (C.A.D.C. 1955). 
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20/ 
due process. Any other conclusion would circumscribe not only the 


Commission's activity discussed here, i.e., its report pursuant to 
Congressional directive, but, in addition, its recognized right to con- 
sider the staff's investigatory reports in connection with its delib- 
erations as to the advisability of the institution of proceedings. 
Neither Texaco Inc. v. Federal Trade Casas Amos 


22/ 
Securities wand Exchange Commission cited by movants are: 


Treat & Co. v. 
pertinent here. Texaco involved a statement indicating prejudgment 
by one commissioner in the course of a speech made during the pendency 
of the administrative proceeding and Treat turned on the question of 
one commissioner's participation in an administrative proceeding where 
formal investigation of the respondent had been conducted by one of the 
Commission's divisions at the time that commissioner was its director. 
Indeed, the court specifically distinguished Treat from the "rule of 
necessity" St 

Such documents end communications as may have passed between 
members of the Comntacionts staff and the Commission relating to the 


24/ 
special study are not ordinarily subject to discovery. Moreover, since 


20/ Fangburn v. Civil Aeronautics Board, 311 F. 2d, 349 (C.A.1, 1962). 
21/ 336 F. 2d, 754 (C.A.D.C. 1964). 

22/ 306 F. 2d, 260 (C.A.D.C. 1962). 

23/ Ibid p. 267 note 12. 


24/ North American Airlines, Inc. v. Civil Aeronautics Board, 240 F. 2d 
867 (C.A.D.C. 1956). 
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the motion to dismiss for prejudgment of the merits cannot be granted, 
such documents are neither relevant nor a Accordingly, 

IT 1S ORDERED that the motion to dismiss the order for proceed- 
ings for the Commission's refusal to conduct these proceciings privately 
and to hear oral argument on the issue; the motions to dismiss on the 


ground that the Commission has prejudged the merits; and the motions 


for the production of documents are hereby denied. 


Hearing Examiner 


ee ——— 


25/ San Francisco Mining Exchange, supra, pages 4, 5. 
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MEMORANDUM IN SUPPORT OF 
PETITION FOR REVIEW 
Respondents have heretofore moved to dismiss this 


proceeding on the grounds that: 


1. They have been denied equal protection of 
the laws because they were not accorded a private hear- 
ing although other persons subject to disciplinary pro- 
ceedings, some of whom were named in respondents' motion 


papers, were granted private proceedings; and 


2. The Commission has prejudged the proceedings 


by its Report in connection with its Special Study of 
Securities Markets undertaken by the Commission pur- 

pe 
suant to legislation enacted by the Congress. 


Annexed hereto as Exhibit A is a copy of respondents' motion 


to dismiss and brief in support thereof. 


The Hearing Examiner denied the motion to dismiss and 
adjunct motion to produce on April 18, 1966, and on May 2, 
1966 denied a petition to certify his rulings to the Com- 
mission for review. The primary ground for the Hearing 
Examiner's denial of certification is doubt as to the prob- 
ability of reversal of his original rulings. The Examiner 
also stated that since there would be adequate opportunity 
to present this petition for review to the Commission prior 
to June 13, 1966, the date scheduled for commencement of 
hearings, no "unusual expense" factor would arise from his 
declining to certify. It is self-evident, SgeETes. that 
there will be "unusual expense" if the Commission requires 


respondents to undergo a plenary proceeding before it 


1/ Respondents have also moved for the production of docu- 
ments which would go to the question of prctedemeat (see 
Exhibit A, p. 8, ftn. 8). 


Se 


considers the issues raised by the motion to dismiss, for 
a favorable: ruling on respondents' motion to dismiss will 


dispose of the entire matter and eliminate all the delay 


and expense of a plenary proceeding. Sweeping charges 


have been made against the respondents in the proceeding. 
Their extent and nature suggests a hearing which may last 
for several years. The delay and expense of an extensive 
trial is further made certain by the policy of the Com- 
mission, as announced to respondents by members of the 
staff of the Division of Trading and Markets, of refusing 
to consider offers of settlement unless and until a sub- 
stantial record is made in the proceedings for examination 


by the Commission. Whatever may be the merits of the policy, 
2/ 


vis-a-vis the Administrative Procedure Act, the policy 


2/ Section '5(b) of the Administrative Procedure Act pro- 
vides "that the agencies shall afford all interested parties 
opportunity for 1. * * * offers of settlement, or proposals 
of adjustment where time, the nature of the proceeding, and 
the public interest permit * * * ." The report of the Senate 
committee which submitted the Administrative Procedure Act 
(see Administrative Procedure Act legislative history com- 
pilation of analysis of the provision of the Act by Congress 
of the Attorney General at page 34) states: 


"The preliminary settlement by consent provision of this 
subsection is of the greatest importance. Such adjustments 
may go to the whole or any part of any case. The limitation 


of the requirement to cases in which "time, the nature of the 
proceeding, and the public interest permit' does not mean 


~~ Foe 


makes it clear that an extensive record will fave to be 
compiled* before it is even possible to shorten or termi- 
nate the proceeding by settlement. In fact respondents 
have proposed informal settlements but these roe been re- 


jected because of the aforestated Commission policy. 


It is manifest therefore that a reversal of the 
Examiner's ruling at the end of the case, after the com- 


pletion of an entire record in a complex proceeding in- 


volving twelve respondents will involve a very Sebecanat 
expense in counsel fees and absorb a substantial part of 
the time of the officers of respondent Hodgdon & Co., thus 
severely and adversely affecting the conduct of its busi- 


ness. Under such circumstances, Rule 12(a) would appear 


(2) (Continued) that formal proceedings, to the exclusion 
of prior opportunity for informal settlement, lie in the 
discretion of any agency irrespective of the facts, legal 
situation presented or practical aspects of the case. It 
does not mean that agencies have an arbitrary choice, or 
that they may consult their mere preference or convenience. 
It is intended to exempt only situations in which, for 
example, (1) time is unavoidably lacking, (2) the nature of 
the proceeding is such that for example (as in some forms 
of rule making) the great number of parties or possible 
parties makes it unlikely that any adjustment could be 
reached, and (3) the administrative function requires im- 
mediate execution in order to protect the tangible and de- 
monstrable requirements of public interest." (Emphasis 
supplied.) 


to be expressly applicable since a favorable ruling on the 
motion made by the respondents would terminate the case 


and avoid all of such expense. 


In respect of the Examiner's ruling that the denial 
of a private proceeding to the respondents was not a denial 
of due process and the equal protection of the laws, we 
respectfully suggest that although the Securities Exchange 
Act provides as stated in the Hearing Examiner's memorandum, 
that hearings may be public, the Commission's Rule 11(b) 
provides that with certain exceptions hearings “shall be 


public unless otherwise ordered by the Commission." The 


Commission's publications are full of reasons why hearings 


should be public. On the other hand, there seems to be no 
clearly enunciated criteria as to when hearings shall be 
private, other than in the absolute discretion of the Com- 
mission. The Examiner himself concedes, on the basis of 
his own experience, that at least a minority of disciplinary 
proceedings alleging violation of anti-fraud provisions of 
the securities laws have been private. We have adverted to 
several of such proceedings in our memorandum accompanying 


our motion for dismissal of the proceedings. 


The Hearing Examiner himself states that he has no 


SiGe 


information relating to the reasons of the Commission for 
denying ‘the respondents’ application for a private hearing. 
There has been no written reply by the Commission in this 
proceeding setting forth the basis of its decision to make 
the proceeding public notwithstanding an explicit request 


by the respondents for a private proceeding set forth in a 


letter to the Commission dated August 16, 1965. The Hearing 


Examiner nevertheless equates the Commission's order for a 
public proceeding as constituting a sufficient "hearing" 

| 
on our request for a private proceeding. But the mere in- 
stitution of a public proceeding is on a hearing" in 
response to our request for a private proceeding. Indeed, 
the Hearing Examiner himself has been required to conjec- 
ture as to the Commission's reasons for denying a private 
hearing. He attempts to distinguish the atts from Shear- 
son by referring to the fact that more than one ees is 
involved and that the respondent is a small firm, whereas 
Shearson was a very large firm, but such grounds for granting 


private hearings in lieu of public hearings have never been 


advanced publicly by the Commission. 


Respondents have requested a statement for the record 


by the Commission of the number of private proceedings held 


ee 


within the last year and the nature of the charges 

volved in such proceedings so that the courts may, if 
necessary, determine for themselves whether or not there 

is any ascertainable basis for the decisions made by the 
Commission or whether such decisions are based on reasons 
which are presently unarticulated in any of the Commis- 
sion's decisions. For example, the Commission has stated 
that public hearings are usually held where the facts are 
already public. The facts were already public in the in- 
stant case, as well as in the Shearson case, but in the 
Shearson case and other cases a private hearing was granted. 
The Commission's decisions have referred to the fact that 
public hearings are necessary to inform investors of the 
possibility of causes of action against respondents in dis- 
ciplinary proceedings and to prevent the possible running 


3/ 


of the statute of limitations. Yet, it appears that 


3/ The Hearing Examiner's opinion refers to the "dubious 
effectiveness of the waiver of the statute of limitations" 
offered by the respondents. We appreciate that there are 
some indications in the judicial decisions that the period 
for bringing actions under Section 12(1) and 12(2) of the 
Securities Act are an inherent facet of the cause of action. 
Nevertheless, we believe that it is improbable a court will 
dismiss complaints brought under these sections where de- 
fendants are estopped from asserting this defense. The re- 
spondents' offer to waive this statute of limitations is 
therefore meaningful and would protect investors, particu- 
larly for causes of action at common law, and under Section 
17 of the Securities Act and Section 10(b) of the Securities 
Exchange Act. 


J - 


private hearings have been granted where such factors were 
also présent, such as the Shearson case, and the other 
cases cited in our memorandum accompanying oo motion to 
dismiss. We submit that there is no clearly ascertainable 
basis which would enable counsel in a matter to determine 
whether or not respondents will receive a private hearing. 
Indeed, if review here served no purpose other than to 


articulate the standards, that would be purpose enough. 


- 


We turn now to the prejudgment issue. The Hearing 


Examiner in denying our motion to dismiss the proceeding on 


the ground that the Commission's report of its Special Study 
has prejudged the matter relies almost exclusively on 
Federal Trade Commission v. Cement Institute, 333 U.S. 683 
(1948). But in that case the reports made by the Federal 
Trade Commission to the Congress which were the basis for 
the alleged prejudgment did not deal with specific companies 
or charge them after public hearing with the perpetration 
of specific illegal practices. Here, on the other hand, 

the Commission in its Special Study specifically singled 

out respondent, Hodgdon & Co., examined its officers under 
oath, inquired into its selling practices and other matters, 
and published what amounted to findings of fact and con- 
clusions of law against the respondent. In Liew of 


3 


condemnation by Special Study, the Commission clearly had 

the power to institute administrative or judicial proceed- 
ings against respondents for alleged illegal practices. 

We think such circumstances bar application of the so- 

called "rule of necessity."- And when there exists an 

agency, the National Association of Securities Dealers, 

which has coordinate power to deal with the matters charged 
against the respondents, the "rule of necessity" does not 
come into play at all. The Examiner makes the distinction 
that the Commission's powers are broader than the NASD's. 
This. may be so in a narrow legal sense, but there is no 
practical distinction between suspension or expulsion from 
membership in the NASD and suspension or revocation of a 
broker-dealer registration. Either would just as effectively 
bar respondent from doing business. In any event, the policy 
of the law to impose a most rigorous appearance of fairness 
on the part of administrative agencies should outweigh the 


narrow distinction between the powers of the two agencies. 


Respondents have also moved for the production of 
certain documents which would disclose the relationship of 
the Study Report to the instant proceeding. The Hearing 


Examiner's ruling denies access to these records. We be- 


lieve such records must be supplied to enable respondents 
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in the first instance, and the Commission and courts there- 
after, to appraise the nature and extent of involvement in 
prejudgment. But this much is clear. The Examiner has 
denied the application for production as fn a the motion 
to dismiss for prejudgment with no idea whatever of what, 
if anything, these documents would show. The rulings of 
the Hearing Examiner are therefore as to matters which 

are peculiarly within the special province and cognizance 
of the Commission for only the members of She Comiaeton 
can know: (1) the basis upon which they exercised their 


discretion to order a public proceeding in this case, 


(2) the extent to which they participated in the prejudg- 


ment explicit in the Special Study, and (3) what, if any- 
thing, Commission documents would reveal concerning the 
relationship between the Special Study and this proceeding. 
As the Examiner has observed, these are matters on which 
persons other than the members of the Commission can only 


speculate. 


This petition, of course, presents only the question 
of whether interlocutory review is appropriate. A decision 
on the merits of respondents’ motion to dismiss and adjunct 


motion to produce can only be made after full briefing and 


On 


argument. Thus, the only question now to be decided is 
whether the Commission should itself consider these 
motions. Since they go to important questions of policy, 
vitally effect the interests of the respondents, and 

a ruling favorable to respondents could well terminate 
this entire proceeding, the Examiner's rulings are particu- 


larly appropriate for interlocutory review. 


Accordingly, respondents respectfully request that 


this petition for review of the rulings made by the Examiner 


on April 18, 1966 be granted. 
May 6, 1966 DICKSTEIN, SHAPIRO & GALLIGAN 


By 
Sidney Dickstein 
1411 K Street, N. W. 
Washington, D. C. 20005 


Attorneys for Respondent Hodgdon 

& Co., Inc. and individual Re- 
spondents Hodgdon, Haight, Kitain, 
Carr, Adam, Harper, Davis and Kibler 
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Special Counsel for Said Respondents 


ao = 


Woes 


ne, 
seca 


as 


3 


SECURITIES AND 


« 


vandum to 


Mi 


lage 


A725 


cS 
~ 
MPs 


e. 


Practica, 
tsi 
Lace 


oz 


$ 


sy Louis 5. 


< 


ate 
Snes 


w- 


ae 
Ww 


LORSAES 


9 the 


> 
& 


Seite! 


3 


Rohe 


4 


hed 


fw, 
Szoa 


w 


bs 


Gas 


sri 
Sos 


We QUEL CS 


ister 


$e 


74 


i 


n 
a 


AS card 
Shee 


aves oy 
coENrOT Ay 


2 


rn 


* 2 


Ne gxrsuad o 


agin 


PeGae 


ACY 


DES 


c 


mein at 
CMTS. 


Par om 


CUR 


2 


3 


Weer. 


Ss 


sera urved that the hesring exoniner’s reliegs in- 


es 


ad lmuportnan 
* 
te 


=a 


ented gs 
Sones 


BP, 
= 


ceedins 


P= 


353) 


7 
re 


1s) 
22e 


- 


CY, and 
he eat 


BS 
= 


bD 


Sse 
Sty 
2 1 


2 


e 
S elms 


iy 


- 
- 


a 
é 


voire 
then 


mtended cefans 


BNEGEL OL » VE which they 


wey Sep mers my ras a td 
voateetine 3 Of setticuent 


Lhak 


rusted tc Finds 


OARS 


co yh pee oS - Soy fe ee mney 
BLOGs Rp SO7 CL ORS 


et tions hina £0 ceteLty 
4 Mateeys on eee o er tad my 2 2 " y ’ 
COVE xf Oo carcity ¢ LES Cenyi2 


Sasi d ty 
SOte 


OCLLIES 


Liat 


mah iey 


eT ere 
LEY Mee SLA 


tran 


Nene Ne 


sotdeg Of regis 
conSinad Lis reecuner 


ine 
EXT AD 


about, socusitic: 


tne Uoormlosion 
ect t6 alhaged fh: 


Lenes, 


Stitione for ravles 


* 
ERK 
an 
Sud 
mate | et; 
ToL | 


with Litthe or no omer 


x and 


*, 


ake) 
ansivess, 
ady oul 


% 


2 
at 


° 


2Ont. - 
ftv ey, 
: 


~ 
x5 


AeSors} 


ne nee tenn 
Bt 


moa 
wWotbe 


— 
we Le: 


nor’ s 


eno tiasid i 


yas de 
SSIES 
> 


SAS SACT. 


corey ios 


ce 


e 
og 
Pr 
cel 
4d 
72 
+4 ov 
3) fel & . 
3 
he 
i 
ot 
ft ‘ 
a 
vt 


. 


UMS Te) 


ainz, er ¢ 
Si coma: 
Letecer 


twa: 


wt st 
R GHG 


UNITED STATES OF AMERICA 
Before the 
SECURITIES. AND EXCHANGE COMMISSION 


1. © 
e - set 
“ 28 


In the Matter of 
HODGDON & CO., INC. 


A. DANA HODGDON 
JAMES F, HAIGHT 
BURTON KITAIN 

W. LYLES CARR, JR. 
DAVID M. ADAM, JR. 
JAMES W. HARPER, III 
HOMER E. DAVIS 
ROBERT F. KIBLER 
LOUIS S$, AMANN 
JAMES L. ROPER 
HARVEY E. BASKIN 


File No. 3-533 . 


e 
° 
e 
° 
e 
° 
° 
e 
e 
. 
. 
. 
° 
° 
e 
e 
° 
. 
e 
e 
e 
. 
e 
rs 
e 
e 
e 
° 
e 
e 
* 
. 
e 
ry 


ANSWER 


Dickstein, Shapiro & Galligan and Harry Heller, appear- 
ing for Hodgdon & Co., Inc., A. Dana Hodgdon, James F. Haight, 
Burton Kitain, W. Lyles Carr, Jr., David M. Adam, Jr., James 
W. Harper, III, Homer E. Davis and Robert F. Kibler, and 
answering the allegations contained in the order for pro- 
ceedings on their behalf, state as follows: 

| 
1. Admit the allegations of IIA. 


2. Deny the general allegations of IIB and further 


j 
‘ 
t 
+ 
(.- 
t 
t 


deny knowledge or information with regard to any specific 
allegations which may be included within said general al- 


legations and request a more definite statement as set forth 


in the accompanying motion therefor as an aid to further 


pleading. 


3. Deny the general allegations of TIC and further 
deny knowledge or information with regard to any specific 
allegations which may be included within said general al- 
legations and request a more definite statement as set forth 
in the accompanying motion therefor as an aid to further 


pleading. 


4. Deny the general allegations of LD and further 
sone knowledge or information with regard to | any specific 
allegations which may be included within said general al- 
legations and request a more definite statement as set forth 
in the accompanying motion therefor as an aid to further 


pleading. 


5. Deny the general allegations of IIE and further 
deny knowledge or information with regard to any specific 
allegations which may be included within said general al- 


‘legations and request a more definite statement as set forth 


a 


alg Setpoint soe ees 


! 


in the accompanying motion therefor as an aid to further 


pleading. 


6. Deny the general allegations of IIF and further 


deny knowledge or information with regard to any specific 


allegations which may be included within said general al- 


legations and request a more definite statement as set forth 


in the accompanying motion therefor as an aid to further 


pleading. 
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MOTION FOR_A MORE DEFINITE STATEMENT, 


Come now Dickstein, Shapiro & Galligan and Harry Heller, 
attorneys for Hodgdon & Co., Inc., A. Dana Hodgdon, James F. 
Haight, Burton Kitain, W. Lyles Carr, Jr., David M. Adam, Jr.; 
James W. Harper, III, Homer E. Davis and Robert F. Kibler, 
and move pursuant to Rule 7(d) for a more definite statement 
with regard to the matters alleged in the enter for public 


proceedings. 


The order contains a host of general allegations: 


example, that one or more of the eleven named individual 


Pesportonten at sometime during a period of fifty months 
made, or permitted others who are not named to make, 
unspecified untrue or misleading statements about aeons 
tified securities; that one or more of the eleven at some- 
time during a period of fifty‘months induced, or permitted 
others! who are not named to induce, unnamed customers to 
sell unidentified "seasoned" ereeements and purchase uni- 
dentified "speculative" ones; that one or more of the eleven 
at sometime during a period of fifty months sold, or permitted 
othersiwho are not named to sell, unidentified securities to 
unnamed customers without diligent inquiry as to the true 


nature and worth of those securities; and so forth. 


‘No respondent can intelligently answer such allega- 
tions (see Answer paragraphs 2-6), nor as a matter of law 
are such allegations sufficient to give notice of the charges 
against which a respondent may be required to defend. The 
allegations are even insufficient to determine whether there 
might be a conflict of interest as amongst the various re- 
spondents requiring retention of separate counsel from the 


inception of the proceeding. 


‘Charges as broad and unspecific as those made here 


violate the "due process" ‘clause of the Fifth Amendment to 


Hee 


prea i sores 


the United States Constitution, Section 15 of the Securities 
Exchange Act of 1934, ead fail to set forth "the factual 
and legal basis alleged therefor in such detail as will 
permit a specific response thereto" as required by Rule 


6(a) of the Commission's Rules of Practice. 


Accordingly, the aforementioned respondents move for 
a more definite statement which will state with particularity 


the following: 


With regard to GIt.BC1): 


(a) The names of the salesmen eaterred to 
therein, the approximate date or dates of their employment, 
the basis on which it is alleged that a named respondent 
permitted or arranged for the employment of such salesmen, 
the alleged deficiencies in the training of such salesmen, 
and the basis upon which each respondent is deemed to be 
responsible for the alleged inadequacy or unsuitability of 


such training. 


(b) The names of the customers whom such sales- 


men advised on matters of securities investments, real estate, 


taxation, trust and wills, oil and gas and/or insurance and 


the nature of the advice given. 


() The manner in which such alleged advice 
is deemed to be erroneous, and the basis upon which each 
respondent is deemed to be responsible for the giving of 


such advice and/or is deemed to be responsible for the al- 


leged inadequacy or unsuitability of training in each of the 


areas in which erroneous advice was allegedly given. 


(d) I£ it is alleged that respondents or any 
of them acted in concert with regard to the matters set 
forth in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 
agreed to join with the others or aided or acquiesced in 
said agreement so as to be bound thereby, and the substance 


of said agreement for concerted action. 


With regard to 4II.B(2): 


(a) The names of the inexperienced and un- 
sophisticated customers who allegedly reposed complete trust 


and confidence in each respondent. 


(b) The basis upon which it is alleged that 


each such customer lacked experience and sophistication. 


(c) The manner, means and time when each 


respondent induced each such customer to repose complete 


trust and confidence in hin. 


(d) If it is alleged that a respondent was 
responsible for any act or statement made by some other 
eeenondanth state the basis upon which each such respond- 
ent is alleged to be responsible for the act or statement 


of another respondent. 


(e) If it is alleged that respondents or any 
of them acted in concert with regard to the matters set 
forth in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 
agreed to join with the others or aided or eaiieseea in 
said agreement so as to be bound thereby, and the substance _ 


of said agreement for concerted action. 


With regard to JII.B(3): 


(a) Whether the customers referred to in this 
subparagraph are the same customers as those referred to in 
- | 
subparagraph II.B(1) and/or II.B(2), and if not, state the 


names of the customers to whom this allegation refers. 


(b) The SORES means and time when each re- 


spondent caused each such customer to believe that he had 
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special. skill, knowledge, and experience in financial planning, 


including securities investments. © 


(c) The basis upon which it is alleged that 
such representations of special skill, knowledge and ex- 


perience were false or fraudulent. 


(d) If it is alleged that a respondent was 
responsible for any act or statement made by some other 
eeeniont state the basis upon which each such respond- 
ent is alleged to be responsible for the act or statement 


of another respondent. 


(e) If it is alleged that respondents or any 
of them acted in concert with regard to the matters set 
forth in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 
aeroed to join with the others or aided or acquiesced in 
said agreement so as to be bound thereby, and the substance 


of said agreement for concerted action. 


With regard to 4II.B(4): 


(a) Whether the customers referred to in this 


subparagraph are the same customers as those referred to in 


subparagraph II.B(1) and/or II.B(2) and/or II.B(3), and if 


not, state the names of the customers to which this allega- 


tion refers. 


"(b) ‘The manner, means and time when each re- 
spondent induced each such customer to sell seasoned securi- 
ties out of his investment portfolio and reinvest the proceeds 
in unseasoned and speculative securities in which respond- 
ents had direct and indirect interests. 

(c) Identify the seasoned securities which 
each such customer was induced to sell. 

(d) Identify the unseasoned’ and speculative 
securities which each such customer was induced to purchase 
and the basis upon which it is alleged Kove one. or 
any of them, had direct and/or indirect interests in such 


securities. 


‘(e) If it is alleged that a respondent was 
responsible for any act or statement made by some other re- 
spondent, state the basis upon which each such respondent 
is alleged to be responsible for the act of statement of 


another respondent. 


(£) If it is alleged that respondents or any 
of them acted in concert with regard to the matters set 
ce 
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forth in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 
agreed to join with the others or aided or acquiesced in 
said agreement so as to be. bound thereby, and the substance 


of said agreement for concerted action. 


With regard to {II.B(5): 


(a) Whether the customers referred to in this 
subparagraph are the same customers as those referred to in 
subparagraph II.B(1) and/or II.B(2) and/or II.B(3) ‘and/or 
II.B(4), and if not, state the names of the customers to 


which this allegation refers. 


(b) The occasion on which it is alleged that 
‘each respondent failed to disclose to a customer his special 
interest in a transaction with regard to commissions, charges 


and profits on said transaction. 


(c) In each instance in which it is alleged 
that ‘a respondent failed to disclose to a customer his 
special interest in a transaction state the basis upon which 
it is alleged that there was an obligation to make such dis- 
closure and the manner in which such disclosure should have 


been made, 


(4) ~=If it is alleged that a respondent was 
responsible for such failure to disclose by some other re- 
spondent, state the basis upon which each such respondent 
is alleged to be responsible for such failure to disclose 


by another respondent. 


(e) If it is alleged that Pesnondents or any 
of them acted in concert with regard to the matters set 
forth-in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 
agreed to join with the others or aided or acquiesced in 
said agreement so as to be bound thereby , and the substance 


of said agreement for concerted action. 


With regard to FII.B(6): 


(a) Whether the customers referred to in this 


subparagraph are the same customers as those referred to in 
subparagraph II.B(1) and/or II.B(2) and/or II.B(3) and/or 
II.B(4) and/or II.B(5), and if not, state the names of the 


customers to which this allegation refers. 


(b) ‘The manner, means and time when each re- 
spondent caused each such customer to retain trust and con- 
fidence in him by means of lulling letters and/or oral 
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representations that they were better off because of the 


financial advice given by such respondent when, in fact, 
said customer had suffered a loss or was no better off than 


he was before dealing with such respondent. 


(c) The basis upon which it is alleged that 


such oral or written statements were false or fraudulent. 


(d) If it is alleged that a respondent was re- 
sponsible for any act or statement made by some other respond- 
ent, state the basis upon which each such respondent is al- 
leged to be responsible for the act or statement of another 


respondent. 


(e) If it is alleged that respondents or any 
of them acted in concert with regard to the matters set 
forth in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 
agreed to join with the others or aided or acquiesced in 
said agreement so as to be bound thereby, and the substance 


of said agreement for concerted action. 


With regard to GqII.B(7): 


(a) Identify the alleged speculative and un- 
seasoned securities distributed and sold by the respondents 
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or any of them. 


(b) The basis upon which it is alleged that 
a respondent or respondents were on notice of facts and 
circumstances making an inquiry into the nature and worth 


of such securities essential. 


(c) The manner, means and time when each re- 
spondent was given or received notice of such facts and 


circumstances. 


(d) The basis upon which it is alleged that 


each respondent failed to make reasonable and diligent in- 


quiry as to the true nature and worth of such securities. 


(e) The information pertaining to such securi- 
ties which it is alleged a reasonable and diligent inquiry 
would have revealed concerning the background of the issuers, 
the circumstances surrounding their organization, the his- 
tory as to their operations, earnings, dividends, current 


financial condition and similar matters. 


(£) The basis upon which it is alleged that 
a@ respondent or respondents were legally under an obliga- 


tion to make such inquiry or inquiries. 
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(g) Whether it is alleged that the distri- 
bution and each sale of each such security was required to 
be made pursuant to a registration statement under the 
Securities Act, and if so, whether such registration state- 
ment or statements were filed and whether a copy of the 
prospectus was delivered to a purchaser thereof in con- 
nection with the distribution and each sale of each such 


security. 


(h) If it is alleged that a respondent was 
responsible for any act or statement made by some other re- 
spondent, state the basis upon which each such respondent 
is alleged to be responsible for the act or statement of 


another respondent, 


(i) If it is alleged that respondents or any 
of them acted in concert with regard to the matters set 
forth in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 


agreed to join with the others or aided or acquiesced in 


said agreement so as to be bound thereby, and the substance 


of said agreement for concerted action. 


With regard to ¢II.B(8): 
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@) Whether the customers referred to in this 
subparagraph are the same customers as those referred to in 
subparagraph II,B(1) and/or II.B(2) and/or II.B(3) and/or 
11,B(4) and/or 11.B(5) and/or II.B(6) and/or IZ.B(7), and 
if not, state the names .of the customers to which this al- 


legation refers. 


(b) Whether the securities referred to in this 
subparagraph are the same as the securities referred to in 


subparagraph II.B(7). 


(c) The manner, means and time when each re- 
spondent engaged in the distribution and sale of such 
securities without disclosing his failures to make the in- 
quiries described in subparagraph II.B(7) and to obtain and 
disclose the material adverse information which reasonable 
and diligent inquiry would have revealed ceacenrce each 


such security. 


(d) If it is alleged that a respondent was 
responsible for any act or omission of some other respond- 
ent, state the basis upon which each such respondent is al- 
leged to be responsible for the act or omission of another 


respondent. 
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(e) If it is alleged that respondents or any 
of them acted in concert with regard to the matters set 
forth in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 
agreed to join with the others or aided or acquiesced in 
said agreement so as to be bound thereby, and the substance 


of said agreement for concerted action. 


With regard to {II.B(9): 


(a) Whether the customers referred to in this 
subparagraph are the same customers as those referred to in 
subparagraph II.B(1) and/or II.B(2) and/or II.B(3) and/or 
II.B(4) and/or II.B(5) and/or II.B(6) and/or II.B(7) and/or 
II.B(8), and if not, state the names of the customers to 


which this allegation refers. 


(b) The manner, means and time when each re- 
spondent endeavored by the use of high pressure selling 
efforts to place each such customer in a position where he 


was asked to make hasty decisions to buy securities upon 


the basis of incomplete, untrue, deceptive and unsubstantiated 


representations. . 


(c) If it is alleged that a respondent was 
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responsible for any act or statement made by some other re- 
spondent, state the basis upon which each such respondent 
is alleged to be responsible for the act or statement of 


another respondent. 


(d) If it is alleged the soomenions or any 
of them acted in concert with regard to the matters set 
forth , in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 
agreed to join with the others or aided or acquiesced in 
said agreement so as to be bound thereby, and the substance 


of said agreement for concerted action. 


With regard to (Ir.B(10): 


(a) Which respondent or respondents offered 
to sell the securities of U. S. Infrared Corp. , when and to 
| 
whom such offer was made, and the manner and means of each 


such offer. 


(b) To whom each respondent sold and delivered 


after sale the securities of U. S. Infrared Corp. 


(c) The basis upon which it is alleged that 


the offer and sale of securities of U. S. Infrared Corp. was 
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required to have been made pursuant to a registration state- 


ment under the Securities Act. 


(d) Which respondent or respondents offered 
to sell the securities of Paragon Electrical Manufacturing 
Corp., when and to whom such offer was made, and the manner 


and means of each such offer, 


(e) To whom each respondent sold and delivered 
after-sale the securities of Paragon Electrical Manufactur- 


ing Corp. 


(£) The basis upon which it is alleged that 
the offer and sale of securities of Paragon Electrical Manu- 
facturing Corp. was required to have been made pursuant to 


a registration statement under the Securities Act. 


(g) Which respondent or respondents offered 
to sell the securities of Data Processing Corp., when and 
to whom such offer was made, and the manner and means of 


each such offer. 


(h) To whom each respondent sold and delivered 


after sale the securities of Data Processing Corp. 


(i) The basis upon which it is alleged that 
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the offer and sale of securities of Data Processing Corp. 
was required to have been made pursuant to a nepistration 


statement under the Seourietes Act. 


(j) If it is alleged that a respondent was 
responsible for any act or statement made by some other 
respondent, state the basis upon which each such respond- 
ent is allged to be responsible for the act as statement of 


another respondent. 


(k) If it is alleged the respondents or any 
of them acted in concert with regard to the matters set 
forth in this allegation, state which respondents acted in 
concert, the date or dates and the manner in which each 
agreed to join with the others or aided or acquiesced in 
said agreement so as to be bound thereby, and the substance 


of said agreement for concerted action. 


With regard to qII.B(11): 


(a) The name or names of the customers to whom 
a respondent failed to send confirmation of a transaction, 
the name of the security involved in each such instance, and 


the name of the respondent or respondents who failed to send 


such confirmations, and the time when it is alleged that such 


Ls 


respondent or respondents should have sent confirmations of 


each such transaction to said customers. 


(b) If it is alleged that a respondent was 
responsible for any act or omission of some other respond- 
ent, state the basis upon which each such respondent is al- 
leged to be responsible for the act or statement of another 


respondent. 


(c) If it is alleged the respondents or any of 
them acted in concert with regard to the matters set forth 
in this allegation, state which respondents acted in concert, 
the date or dates and the manner in which each agreed to join 
with the others or aided or acquiesced in said agreement so 
as to be bound thereby, and the substance of said agreement 


for concerted action. 


With regard to {II.B(12): 


(a) The names of the salesmen referred to 


therein. 


(b) The alleged deficiencies in the training 


of such salesmen -and the basis upon which each respondent 


is deemed to be responsible for said deficiencies. 
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(c) The name of the respondent or respondents 
who allegedly failed to reasonably supervise a salesman sub- 


ject to his supervision. 


(d) If it an alleged that a respondent was 
responsible for any ante Bs omission of some other respondent, 
Beare the basis upon which each such respondent is alleged 
to be responsible for the act or omission of another respond- 


ent. 


(e) If it is alleged the respondents or any 
of them acted in concert with regard to the meeeers set forth 
in this allegation, state which peenentenes acted in concert, 
the date or dates and the manner in which each agreed to join 
with the others or aided or acquiesced in said agreement so 
as to be bound thereby, and the substance of said agreement 


for concerted action. 


With regard to {II.B(13): 


(a) The entries on the books and records of 


registrant which a respondent or respondents failed to make. 


(b) The activities which it is alleged were 


concealed by the failure to make said entries, 


“(c) The respondent or respondents who are 
alleged to be responsible for the failure to make said 
entries and the basis upon which it is alleged that such: 
respondent's or respondents’ failure was for the purpose 


of concealment of certain activities. 


(d) If it is alleged that a respondent was 
responsible for any act or omission of some other respond-— 
ent, state the basis upon which each such respondent is al- 
leged to be responsible for the act or omission of another 


respondent. 


(e) If it is alleged the respondents or any 
of them acted in concert with regard to the matters set 
forth in this allegation, state which respondents acted in 


concert, the date or dates and the manner in which each 


agreed |to join with the others or aided or acquiesced in 


said agreement so as to be bound thereby, and the substance 


of said agreement for concerted action. 


With regard to 4II.B(14): 


(a) Concerning each transaction referred to 


in this allegation state: 
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The name of the customer involved; 


The name of the respondent making the 
untrue, deceptive and misleading state- 
ment of material facts or! omitting to 


state a material fact; 


The name of the security so offered or 


sold; 


The time and nature of each such state- 


ment or omission pertaining to such 


security. 


(b) If it is alleged that a respondent was 
responsible for any act, statement or omission of some other 
respondent, state the basis upon which each such respondent 
is alleged to be responsible for the act, peatement or omis- 
sion of another respondent. : 

(c) If it is alleged that respondents or any 
of them acted in concert with regard to the Ss set 
forth in this allegation, state which orients acted in 
concert, the date 3 dates and the manner in which each 


agreed to join with the others or aided or acquiesced in 
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said agreement so as to be bound thereby, and the substance 


of said agreement for concerted action. 


With regard to qIL.D: 


(a) When it is alleged that said funds should 
have been transmitted to the issuer and the amount of funds 


which should have been transmitted on or before such date. 


(b) The manner and means by which it is alleged 
that respondents Hodgdon, Haight and Carr participated in 


such alleged violation. 


(c) The basis upon which it is alleged that 
respondents Hodgdon, Haight and Carr were in wilful viola- 
tion. If the allegation of wilful violation as to one or 
more of said respondents is based upon his or their instruc- 
tion to another not to promptly transmit such funds to the 
issuer, state which of said respondents gave such instruc- 
tion or instructions, to whom such instructions were given, 
and the manner or means by which such instructions were 
transmitted. If the allegation of wilful violation is based 
upon notice of and acquiescence therein, state which respond- 
ent or respondents received such notice, when and how such 
notice was given, and when and how a respondent or respondents 
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acquiesced in the failure to transmit such funds. 


With regard to §II.E: 


(a) The changes in registrant's officers, 
directors, and holders of 10% or more of its stock which 
respondents fail to disclose by prompt amendment of regis- 


trant's application as a broker-dealer. 


> (b) The date or dates by which it is alleged 


such amendments should have been filed. 


(c) The basis upon which it is alleged that 
each respondent named therein is responsible for the fail- 
ure to make such amendments of registrant's application as 


a broker-dealer. 


(ad) The basis upon which, it is alleged that 


each respondent named therein wilfully failed to make such 
amendment of registrant's application as a broker-dealer. 

If the allegation of wilful violation as to one! or more of 
said respondents is based upon his or their instruction to 
another not to promptly make such it of tegistrant's 
application as a: broker-dealer, state which of said respond- 


ents gave such instruction or instructions, to whom such 
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instructions were given, and the manner or means by which 


such: instructions were transmitted. If the allegation of 


wilful violation is based upon notice of and acquiescence 
therein, state which respondent or respondents received 
such notice, when and how such notice was given, and when 
and how a respondent or respondents acquiesced in the fail- 
ure to promptly make such amendment of registrant's applica- 


tion as a broker-dealer. 


Respondents request oral argument of the above motion 
and further request that they be granted fifteen days from 


the date of a service of a more definite statement within 


which to file answer thereto. 


March 17, 1966 DICKSTEIN, SHAPIRO & GALLIGAN 


By z “ 
Sidn Dickstein 


1411 °K Street, N. W. 
Washington, D. C. 20005 


HARRY a 


1700 K Street, N. W. 
Washington, D. C. 20006 


Attorneys for Respondent Hodgdon 
& Co., Inc. and individual Re- 
spondents Hodgdon, Haight, Kitain, 
Adam, Harper, Davis and Kibler 
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ADMINISTRATIVE PROCEEDING 
FILE NO. 3-533 


UNITED STATES OF AMERICA 
Before the 
_ SECURITIES AND EXCHANGE COMMISSION 
April 25, 1966 
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In the Matter of 


HODGDON & CC. , INC. (8-8427) 


A. DANA HCDGDON 

JAMES F. HAIGHT 

BURTON KITAIN ORDER GRANTING MCTIONS 
W. LYLES CARR, JR. : FOR A MORE DEFINITE 
DAVID M. ADAM, JR. STATEMENT 

JAMES W. HARPER, III 

HOMER E. DAVIS 

ROBERT F. KIBLER 

LOUIS S. AMANN 

JAMES L. ROPER 

HARVEY E. BASKIN 
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Respondents Hodgdon & Co., Inc. ("registrant"), A. Dana Hodgdon, 
James F. Haight, Burton Kitain, W. Lyles Carr, Jr., David M. Adam, Jr., 
James W. Harper, III, Homer E. Davis, and Robert F. Kibler have filed a 


motion for a more definite statement. In a separate motion respondent 


Lovis S. Amann seeks virtually identical relief. The Division of Trading 


and Markets ("Division") opposes both motions. 
The order for proceedings alleges, in general, that all respondents 
"singly and in concert" violated the anti-fraud rene of the securi-~ 
ties laws in that they permitted registrant's inexperienced salesmen to 
advise customers regarding their finances pas securities invest- 
ments, real estate, taxation, trusts and wills and other fields; caused 
inexperienced customers to believe respondents had special skills and experi- 


ence in financial planning and induced the customers to repose complete 
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trust and confidence in them; induced customers to purchase speculative 


securities in which respondents had direct and indirect interests with- 


out_disclosing such interests; engaged in distribution of speculative, 
unseasoned securities without diligent inquiry as to their nature and 
despite notice of facts which should have caused such inquiry and 

failed to advise customers of their failure to make the inquiry and of 
adverse facts the inquiry would have disclosed; offered to sell, sold 
and delivered unregistered securities; failed to send confirmations to 
customers; failed to adequately supervise salesmen; failed to make entries 
in registrant's books for the purpose of concealing certain of regis- 
trant'’s activities; made misrepresentations and omissions of material 
facts in the offer and sale of securities. The order also alleges that 
certain of the respondents, "singly and in concert" violated Sections 
5(8) end S(c) of the Securities Act of 1933; failed to furnish customers 
written notification as to the capacity in which registrant acted; and 
failed to'maintain and keep current its books and records. It alleges, 
further, that certain respondents, "singly and in concert," while act- 
ing as underwriter, failed to promptly transmit to an issuer the pro- 
ceeds of a distribution. It alleges, in addition, that certain respond- 
ents, “singly and in concert," failed to promptly amend registrant's 


broker-dealer application. 


=f 


The Commission has ruled on numerous occasions that appro- 
priste notice of the proceedings is furnished when a respondent is 
sufficiently informed of the nature of the charges against him so that 


he may adequately prepare his defense and that he is not entitled to 
the disclostre of Sie The order for proceedings specifies the 
nature of the violations charged, the subject matter of the alleged 
fraudulent representations and omissions, the reneral categories of the 
persons- involved and the nature of the ects end trengections alleged 
as constituting fraud. Such information sought as the nemes of cus- 
tomers, the exact nature and factual details of each allegedly fraudulent 
act or omission or series of acts or omissions which together are alleged 
to constitute fraud, the nature of alleged deficiencies in salesmen's 
training, the nature of allegedly erroneous advice given to customers 
and, in general, the facts upon which Division will tely are evidentiary 
matters which need not be specified prior to the ss 
Movants also seek information as to which eeerondencs acted in 
concert in respect of the various allegations of Freud chareed in para- 
graph Il of the order together with the substance of the agreement for 
concerted action and the basis of each respondent's responsibility for 
the act of another Reena It is readily apparent that all respond- 
. ents are alleged to have participated in 6 Exsudmtenk common scheme 
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1s Keith Richard Securities Corp., 39 S.E.C. 240 (1958); Murray Securities 
~ Corporation, 37 S.E.Cc. 780 (1957); Charles M. Weber, 35 S.E.C. 79 (1953); 
Mid America Securities, Inc. (File 8-5753), Commission's memorandum 


dated Aucust 2, 1963. 


lbid. See also Commonwealth Securities Co oration (File 8-6739), Com- 


mission's memorandum dated June 10, 1963; Lile &'Co., Inc. (File 8-8196), 


Commission's memorandum dated October 23, 1963. 
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during the period set forth in the order which also specifies the nature of 
the activities complained of and alleges that all respondents are charged 
with responsibility therefor. The substance of the agreement and the basis 
of respondents’ responsibility may be either evidentiary matters or matters 
of law to which respondents are not entitled in advance of the hearing. 


However, discretion may be exercised where something less than 


the strictest observance of the principles set forth above would serve 
3/ : 
to expedite the proceedings without undue prejudice to the Division, 


by obviating, largely, the need for the granting of continuances which 
result in a trial by hearings et intervals. Included among the informa- 
tion sought by movants ere the names of securities allegedly sold, the 
names of salesmen referred to in the order and matters relating to the 
alleged failure to make certain entries in registrant's books. Although 
the allegations in respect of which this information is sought assert 
violetions of the anti-fraud provisions of the securities laws, records 
of salesmen's prior experience together with general books and records 
reflecting registrant's transactions are required to be made and kept 
pursuant to Rule 17a-3 promulgated under the Exchange Act of 1934. 
These items would appear to be in the same general category as requests 
for a list of the books end records allegedly not in compliance with 
the Commission's record-keeping requirements, a statement of the menner 
in which a financial report allegedly was inaccurate, a specification 
of records which respondent allegedly had failed to preserve, the ‘names 


of accounts allegedly involved in Regulation T violations, all of which 
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3/ Murray Securities Corporation, supra. 


see 


4/ 
have been granted by the Commission. However, since the purpose of 


these motions is to afford movants a reasonably adequate cpportunity 
to prepare their defense, material obviously within their knowledge 
need not be furnished. Accordingly, the Division is directed to furnish 
the following information: 
(a) The names of the salesmen referred to in Section 11B(1) 
of the order for proceedings; 
The names of the securities which customers were induced 
to purchase as set forth in IIB(4); : 
The names of the securities referred to in TIB(7); 
If the "distribution" alleged in IIB(7) a IIB(8) was 
pursuant to one or more registration acatenentee identify 
then; 
The names of the customers and “other sechrities" involved in the 
transactions referred to in LIB(11); : 
The nature of entries not made on registrant's books 
and records as alleged in I11B(13); : 
Which of the misstatements or omissions set forth in 


11B(14) was allegedly made in respect of each of the 


securities named in that paregraph. 


4/ Commission's Memorandum, Lile & Co., Inc., supra; Mid-America Securi- 
ties, Inc., supra; Life Shares Trading Corporation (File No. 8-10734), 
Commission's Memorandum of August 7, 1963; Sutro Bros. & Co., (File No. 
8-776), Commission's Memorandum of April 16, 1962. 
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The allegation that the respondents committed violations 


"singly and in concert" constitutes, in effect, two separate causes 


of action against which the respondents ere required to defend. As 
to-the csuse of action which asserts such violations "singly," movants 
are entitled to be advised and the Division is directed to advise which 
respondents it asserts committed each of the various violations alleged 
in the order. 

Accordingly, 

IT IS ORDERED that the aforesaid motions for a more definite 
stetement ‘are hereby granted to the extent indicated above and in all 
other respects are denied, and 

IT 1S FURTHER GRDERED that the Division shall furnish movents 
with a more definite statement as directed above on or before May 10, 
1966, and'that movents shall file their answers thereto within ten days 
after service of the more definite statement upon then. 

Respondents' requests for oral argument of their motions for 


a more definite statement are denied. 
iz 
4 


a 
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Sidney Gross 
Hearing Examiner 
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The Hearing Examiner's order of April 25, 1966 grants in 
part certain respondents’ Motions for a More Definite Statement 
concerning matters alleged in the order for public proceedings 
pursuant to Sections 15(b), 154A and 19(a) of the Securities 
Exchange Act of 1934. In compliance with the Hearing Examiner's 
order, the Division furnishes the following information: 

(a) The Division, for want of knowledge to supply the 
names of all such salesmen, and without limiting itself to the 
possibility that other such salesmen exist, statés that the names 
of the individuals who had little or no prior experience and were 
employed as salesmen for registrant without suitable training or 
indoctrination in the standards of conduct required of those 
engaged in the securities business as alleged in Section II BCL) 
were: 

James L. Roper 
. Samuel W. Freed 


Leslie E. Richardson 


Sn 


4. Thomas L. Piper III 
Homer E. Davis 
Robert F. Kibler 
William Flynn 
Larry O'Shea 
Fray C. Johns 


10. John F. Saffer 


11. Harvey E. Baskin 


The names of individuals who advised customers regarding 
their finances including securities investments, real estate, 
taxation, trusts and wills, oil and gas, and insurance without 
suitable training in such fields and without suitable training 

or indoctrination in the standards of conduct required of 
those engaged in the securities business as alleged in Section 
II B(1) were: 

1. Samuel W. Freed 

2. Leslie E. Richardson 

3. James W. Harper 

4. Lyles W. Carr 

5. Robert F. Kibler 

6. Homer E. Davis 


7. James F. Haight 


(b) The names of the securities which the respondents 
induced their customers to purchase, as alleged in Section II 
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B (4), included the securities of the following organizations: 


Primex Equities Corporation 

U. S. Infrared Corporation 

Data Processing Corporation 

Paragon Electrical Manufacturing Corporation 
Van Pak, Inc. 

Capitol Properties, Inc. 

Toledo Plaza Limited Partnership 

Rock Creek Limited Partnership 

Cheverly Terrace Limited Partnership 
Canandaigus Enterprises Corporation 

The Connection Company 

Mid American Life Insurance Company 

Watson Electronics & Engineering Co., Inc. 
Metropolitan Security, Inc. 

Richmond Motor Lodge Limited Partnership 
Falls Plaza Limited Partnership 2 
Mount Vernon Apartments Limited Sarees 
Big Fish Little Fish Limited Partnership 
Lord of the Flies Limited Partners 
Jonkers Business Machines, Inc. | 
Westfalls Shopping Center Limited Partnership 


Kent Washington, Inc. 


Orbit Industries, Inc. 
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Alex Forst & Sons, Inc. 


Glenn Rose Limited Partnership 
Apache Canadian Oil & Gas Program 1961 

27. Roseville Detroit Limited Partnership 

28. Wise Homes, Inc. 

(c) The names of the securities which the respondents 
offered and sold without inquiring _ into their background, as 
alleged in Section ZI B(7), included the securities of the 
following corporations: 

1. Paragon Electrical Manufacturing Corporation 


2. Data Processing Corporation 


(d) The distributions alleged in Sections II B(7) and 
II B (8) were not pursuant to registration statements. 
(e) Without limiting itself to the possibility that 
; other customers failed to receive confirmations for certain 
securities transactions, the Division states that the respondents 
failed to send confirmations to the following customers, as 


alleged in Section II B(11), regarding the securities enumerated: 


U. S. Infrared Corporation 


1. A. David Drosnes 
2. Arthur H. Rosen ~ 


3. Fred Clarke 


Sa 


Data Processing Corporation 
' 4. Steve V. Boggs 


5. Wilbur B. Cretsinger 

6. John B. Lauer 

7. Dr. Roland R. Renne 
Raymond Shelkofsky 
Theodore Nilsen 
Arthur H. Rosen 
A. David Drosnes 
Jesse Goodman 
Robert L. Simpson 
Samuel J. Bookatz 
Anne L. Avin 

Paragon Electrical Manufacturing Corporation 
16. William D. Stewart 


17. A. J. Androus 


Westfalls Shopping Center Limited Partnership 
18. Fielder B. -Downes 


(£) With regard to the transactions enumerated in Item (e) 
above, and without limiting itself to the possibility that other 
bookkeeping violations occurred during this period, the Division 
states that the registrant failed to record them on the blotters 


(or other records of original entry) which contain an itemized 


one 


daily record of all purchases and sales of securities and 
registrant failed to feflect receipt and delivery of such se- 
curities, the receipt and disbursements of nares and all other 
debit and credit items in connection with the aforementioned 
transactions as alleged in Section II B(13) of the order. 

(g) The misrepresentations and omissions represented by 
letters which correspond with the misrepresentations and omissions 
enumerated in Section II B(14) of the order, were allegedly 
made in respect of each of the securities listed below: 

Infrared (a) (b) (4) (£) (g) G@) & 
Paragon (a) (b) (c) (£) () @ 
DPC | (a) () (£) (&) &) 

Van Pak, Inc. (a) (b) (d) (e) (£) (g) ) 


Roseville Detroit 
Limited Partnership (e) 


Apache Canadian Oil & 
Gas Program 1961 (a) Gi) (DD 


Finally, each of the violations alleged in the order for 
proceeding was committed "singly" by the respondents enumerated 
below: 

As to Section II B(1) of said order, registrant, Hodgdon, 
Haight and Carr are so charged. 

As to Section II B(2) registrant, Hodgdon, Haight, Carr, 


Kitain, Adam, Harper, Davis and Kibler are so charged. 


As to Section II B(3) registrant, Haight, Carr, Kitain, 
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Adam, Harper, Davis, Kibler and Amann are so charged. 

As to Section II B(4) registrant, Hodgdon, Haight, Carr, 
Kitain, Adam, Harper, Davis and Kibler are so charged. 

As to Section II B(5) registrant, Haight, Carr, Kitain, 
Adam, Harper, Davis and Kibler are so charged. 7 

As to Section II B(6) registrant, Haight, Carr, Kitain, 


Adam, Harper, Davis and Kibler are so charged. 


As to Section II B(7) registrant, Amann, Kitain, Roper, 


Carr and Davis are so charged. 

As to Section II B(8) registrant, Amann, Kitain, Roper, 
Carr and Davis are so charged. = 

As to Section II B(9) registrant, Hodgdon, Haight, Carr, 
Kitain, Adam, Harper, Davis,Kibler, Roper and poe are so 
charged. 

As to Section II B(10) registrant, Amann, Davis, Roper, 
Kitain, and Carr are so charged. 

As to Section II B(11) registrant is so charged. 

As to Section II B(12) registrant, Haight, Carr, Kitain 
and Baskin are so charged. 

As to Section II B(13) registrant is so charged. 

As to Section II B(14) the following respondents made 
_ misstatements or omissions with regard to the securities as set 


forth in that paragraph: 


Infrared Amann; Roper; Kitain 
Paragon Roper; Kitain; Carr 
DPC Amann; Kitain; Davis 
Van Pak, Inc. Hodgdon; Haight; Kibler; Mee. 


Davis; Harper; Carr 


Roseville Detroit 
Limited Partnership Kibler; Kitain; Davis; 


Harper; Adam 


_ Apache Canadian oil 
& Gas Program 1961 Harper; Roper 


As to Sections II D and E registrant is so charged. 


Dated: 0 Pees eae 
Harold Webb 


Wallace L. Timmeny 


Counsel for the 
Division of Trading and Markets 
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ANSWER TO MORE DEFINITE STATEMENT 


Dickstein, Shapiro & Galligan and Simpson Thacher 
& Bartlett, answering the allegations of the More Definite 
Statement on behalf of respondents Hodgdon & Com Inc., 
A. Dana Hodgdon, James F. Haight, Burton Kitain, W. Lyles 
Carr, Jr., David M. Adam, Jr., James W. Harper, III, 


Homer E. Davis and Robert F. Kibler, state as follows: 


| 
1. Deny that the individuals named in the 


first part of (a) thereof were employed as salesmen 


without suitable training or indoctrination in the stand- 
ards of conduct required of those engaged in the securities 


business. 


2. Deny that the individuals named in (b) 


thereof advised customers regarding the specified aspects 


of their finances without suitable training in such fields 
and without suitable training or indoctrination in the 
standards of conduct required of those engaged in the 


securities business. 


3. Deny that respondents induced customers, 
without regard to such customers' financial need and ob- 
jectives, to sell seasoned securities out of their invest- 
ment portfolio and reinvest the proceeds in unseasoned and 
speculative securities in which respondents had direct and 


indirect interests as identified in (b) thereof. 


4. Deny that respondents offered and sold the 
securities of Paragon Electrical Manufacturing Corporation 
or Data Processing Corporation without inquiring into 


their background as alleged in (c) thereof. 


5. Admit that there were no registration state- 


ments in effect for the securities of either Paragon Electrical 
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Manufacturing Corporation or Data Processing Corporation. 


6. Deny that A. J. Androus failed to receive 
confirmation of the purchase of shares of Paragon Electrical 
Manufacturing Corporation, admit that oneienantors were not 
sent to the other persons named in (e) thereof and that 
other entries as alleged in (f) thereof were not made with 
regard to the alleged transactions therein Ant Feh but 
deny that respondents thereby violated the Securities or 


Exchange Acts or Rules enacted thereunder. 


7. Deny that respondents made untrue, deceptive 
and misleading statements of material fact and omitted to 


state material facts as alleged in (g) thereof, 


8. Respondents repeat and reallege the denials 


set forth in their answer to the order for proceedings. 


May 20, 1966 DICKSTEIN, SHAPIRO & GALLIGAN 


By 
Sidney Dickstein 
1411 K St., N, W. 
Washington, D, C. 20005 


Attorneys for Respondent Hodgdon 

& Co., Inc. and individual Re- 
spondents Hodgdon, Haight, Kitain, 
Carr, Adam, Harper, Davis and Kibler 


_ SIMPSON THACHER & BARTLETT 


By 
Harry Heller | 

1700 K St., N. W. 
Washington, D, C. 20006 


Special Counsel for Said Respondents 
=i. 
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. SUPPLEMENT TO MORE 
HODGDON & CO., INC., et al. : DEFINITE STATEMENT 


(8-8427) 


The Hearing Examiner's order of April 25, 1966 grants in 
part the respondents’ Motions for a More Definite Statement con- 
cerning matters alleged in the order for public proceedings pur- 
suant to Sections 15(b), 15A and 19(a) of the Securities Exchange 
Act of 1934. The Division furnishes the following information 
which supplements the Division's More Definite Statement of May 
10, 1966. 


The names of the securities, in addition to those named 
in the Division's More Definite Statement of May 10, 1966 which 
the respondents induced their customers to purchase, as alleged in 
Section II B(4), included the securities of the following organi- 
zations: 

29. Mohawk Business Machines, Inc. 

30. Roseville Detroit Ltd., Partnership 

31. Apache Realty Corp. 

32. Transcontinental Investment Corp. 

33. Tel-A-Sign, Inc. 

34. Vahlsing Corp. 


35. Major Finance Corp. 


36. Edwards Engineering Corp. 


=7)= 
37. Swimming Pool Development Corp. 
38. Thoroughbred Enterprises, Inc. 
39. Cooke Engineering Co. 
40. Sheraton Corp. (Warrants) 
41. Milo Electronics Corp. 
42. Brothers Chemical 
43. Anconatton Labs 
44. Beauty Counselors 
The name of respondent, in addition rontoee named in the 
Division's More Definite Statement of May 10, 1966 who induced 


customers to purchase Roseville Detroit Limited Partnership secu- 
rities as alleged in Section II B(14) is James F. Haight. 


Respectfully submitted, 


Harold Webb 


Wallace L. Timmeny 


Attorneys for the Plaintiff 
Securities and Exchange Commission 
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UNITED STATES OF AMERICA 
Before the 
SECURITIES AND EXCHANGE COMMISSION 


In the Matter of 


: MOTION TO SUPPLEMENT 
HODGDON & CO., INC., et al. MORE DEFINITE STATEMENT 


(8-8427) 


The Division moves to supplement the more definite state- 
ment as follows: 


The names of additional individuals who had little or 
no prior experience and were employed as salesmen for registrant 
without suitable training or indoctrination in the standards of 
conduct required of those engaged in the securities business as 
alleged in Section IIB(1) were: 


12. Louis S. Amann 

13. Grier Sherrill 

14. Harry F. Ware 

15. Burton Kitain 

16. W. Lyles Carr 

17. David M. Adam, Jr. 

18. James W. Harper, III 

The names of additional individuals who advised customers 
regarding their finances including securities investments, real 
estate, taxation, trusts and wills, oil and gas, and insurance 
without suitable training in such fields and without suitable 
training or indoctrination in the standards of conduct required 


of those engaged in the securities business as alleged in Section 
IIB(1) were: 


John F. Saffer 
Grier Sherrill 
Louis S. Amann 
William Flynn 


David M. Adam, Jr. 


The names of the securities, in addition to those named 
in the Division's More Definite Statement of May 10, 1966, and the 
Supplement thereto, which the respondents induced their customers 
to purchase as alleged in Section IIB(4), included the securities 
of the following organizations: 


45. 
46. 
47. 
48. 
49. 
50. 
51. 


Castaway Beach Motel 
Wizard Boats of Tennessee 
U. S. Photo Supply 

Adler Built Homes 
Techtromatic Corp. 

Space Tone Electronics 


Tastee Freez Ind., Inc. 


Respectfully submitted, 


Harold Webb 


Wallace L. Timmeny 


Counsel for the 
Division of Trading and Markets 
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Pursuant to Rule 6(d) of the Commission's Rules 


of Practice, the Division moves to amend the Order for 


Public Proceedings filed herein, as follows: 
(1) By adding to Section II B(14): 


(n) the offer and sale of Van-Pak, Inc. 
securities in the State of Virginia; 


By adding a new Section designated II B(15) 
as follows: 


make false and fictitious entries and aid 
and abet the making of such entries on 
the books and records of the registrant 
in connection with the offer and sale 

of Van-Pak, Inc. securities in the State 
of Virginia. 


(3) By adding a new Section designated Section II EL 
as follows: 


During the period of time referred to 

in paragraph B of Section II hereof 
respondents, Registrant Hodgdon, Haight, 
Kitain, Carr, Adam, Harper, Davis, Kibler, 
Amann and Roper, singly and in concert 
wilfully violated and aided and abetted 
violations of Section 17(a) of the Exchange 
Act and Rule 17a-3 thereunder in that they 
made false and fictitious entries on books 
and records required to be kept under said 
rule. 


Each of the violations alleged in Sections II B(14) (n) 
and II B(15) was committed singly by respondents, Hodgdon & Co., 
Inc., Hodgdon, Haight, Carr, Kitain, Adam, Harper, Davis and 
Kibler. 


This amendment is proposed as a result of information 
brought to the attention of the Division since the institution 
of the Order for Public Proceedings. 


Paul F. Leonard 


Wallace L. Timmeny 


Attorneys for the 
Division of Trading and Markets 
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MOTION FOR ORDER DIRECTING ALL FURTHER 
PROCEEDINGS TO BE CONDUCTED PRIVATELY, 
OR FOR ALTERNATIVE RELIEF 


Come now Hodgdon & Co., Inc., A. Dana Hodgdon, 
James F. Haight, Burton Kitain, W. Lyles Carr, Jr., 
David M. Adam, Jr., James W. Harper, III, Homer E. Davis 


and Robert F. Kibler, respondents herein, and move 


(1) for an order directing all further pro- 


ceedings to be conducted privately or, 


(2) in the event the Hearing Examiner deter- 


mines that he does not have authority to grant 
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such relief, for an order Sener the question 
for interlocutory review by the Commission pursuant 
to Rule 12(a) of the Commission's Rules of Practice 
with a recommendation that the relief requested 


herein be granted. 


Pending a hearing and determination of the within 
motion, respondents request that any further testimony in 


this proceeding be suspended. 


Respondents further move that, in the event this 
matter be referred to the Commission, the undersigned be 


permitted to present oral, as well as written, argument. 


As grounds for the within motion, respondents refer 
the Hearing Examiner to respondents" brief served and filed 


herewith. 


June 16, 1966 DICKSTEIN, S PTRO & GALLIGAN 
{ 


David I. Shapiro 
1411 K St., N. W. 
Washington, D. C. 20005 


Attorneys for Respondent Hodgdon 

& Co., Inc. and individual Re- 
spondents Hodgdon, Haight, Kitain, 
Carr, Adam, Harper, Davis and Kibler 


SIMPSON THACHER & BARTLETT 


brane neff 


Harry Heller 
1700 K St., N. W. 
Washington, D. C. 20006 


Special Counsel for Said Respondents 
<9 se - 
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necessary or appropriate. 


By refusing to hear respondents’ application in 
the first instance and advising that counsel might “make any 
submission to the Hearing Examiner in writing or otherwise" 
that was appropriate, it seems plain that che Commission 
has granted the Hearing Examiner power to oins that all 
further proceedings in this matter be conquered privately. 
That power should be exercised as a matter of discretion 
now, inasmuch as a failure to do so will, as we shall show, 
cause further destruction to respondents' pestnesce re- 


sulting in their being forced out of business. 


Since every tribunal, whether sdministrative or 
legal, has inherent power to protect the subject matter of 
its jurisdiction and since, in the event of respondents" de- 
mise, this proceeding for all practical purposes will become 
moot, the Hearing Examiner should grant the relief requested 


herein, 


The Hearing Examiner Should Issue an order 
Directing that all Further Proceedings 


Be Conducted Privately 


Comparison of the newspaper publicity given to the 
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BRIEF FOR RESPONDENTS IN SUPPORT 
OF MOTION THAT ALL FURTHER PROCEEDINGS 
BE CONDUCTED PRIVATELY 


Preliminary Statement 


Upon request to the Hearing Examiner "in camera" 
for leave to apply to the Commission for an order direct- 
ing all further proceedings in this matter to be conducted 
privately, and after consultation between the Hearing Ex- 
aminer and the Secretary to the Commission, counsel were 
advised they might "make any submission to the Hearing 


Examiner in writing or otherwise" that they deemed 


necessary or appropriate. 


By refusing to faces respondents’ application in 
the first instance and advising that counsel might “make any 
submission to the Hearing Examiner in writing or otherwise" 
that was appropriate, it seems plain that the! Commission 
has granted the Hearing Examiner power to order that all 
further proceedings in this matter be conducted privately. 
That power should be exercised as a matter of discretion 
now, inasmuch as a failure to do so will, as = shall show, 
cause further destruction to respondents' posta re- 


sulting in their being forced out of business. 
| 


Since every tribunal, whether administrative or 
legal, has inherent power to protect the subject matter of 
its jurisdiction and since, in the event of respondents’ de- 
mise, this proceeding for all practical purposes will become 
moot, the Hearing Examiner should grant the relief requested 


herein. 


The Hearing Examiner Should Issue an Order 
Directing that all Further PRESSES 


Be Conducted Privately 


Comparison of the newspaper publicity given to the 


R= 


first day's testimony in this case with the transcript 

of that testimony shows that there is no reasonable re- 
lationship between what was reported and what is reflected 
in the transcript. While we do not propose, nor do we 
think it necessary, to set forth this comparison in detail, 
we do ask the Examiner to compare the newspaper stories in 
the "Washington Post" of June 15 (Ex. 2 ), the "Evening 


Star" of June 14 (Ex. B ), and the "Daily News" of June 
3 


3/ 
15 (Ex. C ), with pp. 70-98 and 135-136 of the June 14 
4/ 


hearing transcript, as well as Division's Exhibit 1. 


Clearly, the Hearing Examiner has no authority to 
bar the press from a public proceeding, or to direct them 
to report testimony fairly or impartially, or to require 
that the testimony, whether favorable or unfavorable, be 
given less than "sensational" coverage. But this does 


not mean that the Hearing Examiner is without any power 


1/ Annexed hereto. 
Annexed hereto. 
/ ’nnexed hereto. 
4/ While we do not annex a copy of the hearing transcript, 


we do request that it be made a part of the record for the 
purposes of this motion. 


in the premises, or that he can, consistent with due 
process, permit these proceedings to continue publicly in 


the face of a hostile press. Compare Sheppard v. Maxwell, 


U.S. __, 34 L.W. 4451, 4456-4460, decided June 6, 1966. 


The issue here, of course, is not the possibility 


that the Hearing Examiner will become prejudiced against 
| 5/ 


respondents as a result of hostile To eee 
but rather the impact of any publicity -- hostile or 
otherwise -- on respondents" business during the period in 
which they are seeking to vindicate themselves And in 
this regard, it is fair to state that the sores to 
date, far from proving the serious charges against them, 


has tended, so far, to exculpate then. 


Everybody knows that the impact of an order for 
public proceedings upon the business of a broker-dealer 
is serious, if not fatal. In fact, in 1963, a subcom- 


mittee of the American Bar Association's Section of 
e ‘ 


5/7 We do not exclude the existence of possible prejudice 
before the Commission since the Commissioners will not hear 
the witnesses and whatever impression, if any, they will 
have of this case at the time they eventually review it 
will be the result of whatever they have read in the press 


and in the Report of the Special Study. 


Se 


Administrative Law reported that: 


"Experience makes it clear that the effect of a 
public release upon a broker-dealer firm's busi- 

ness is disastrous. It loses both customers and 
personnel who, fearful of the ultimate results of 
the proceedings, seek employment elsewhere. Indeed, 
the economic effects upon the firm and its reputa- 
tion as a result of the proceedings are often cited 
by the Commission as one of the determinants of 

‘the size of the penalty it will impose in the 'public 
interest.’ 15 ABA Admin. L. Rev. 188, 190 (1963). 


How much more disastrous will be the impact from the con- 
tinued day-by-day publicity of these proceedings where the 


Division) plans to call 60 to 75 witnesses, whose testimony, 


from present indications, will be reported extensively? 


The annexed affidavit of James F. Haight shows that 
since the order for public proceedings was made public in 
the local press on March 3, 1966, nine registered repre- 
sentatives have left the firm and eight others have in- 
dicated they will do likewise if publicity concerning 
these proceedings continues. Mr. Haight further avers 
that, during the period March 3 to June 12, 1966, approxi- 
mately 100 customers have indicated a concern (by reason 
of the adverse publicity) about doing business with the 


firm or have refused to do so outright; that impairment 


of customer "goodwill" have resulted in loss of business 


Se 


ese 
A 


the firm otherwise would have had; and that, during the 
period June 13-June 15, approximately 50 additional 
customers have telephoned to express varying degrees 
of concern. | 

Since the aaron we the registrant's business is 
dependent almost entirely upon customer "goodwill" and its 
ability to maintain the size and caliber of its group of 
registered representatives, the destruction of customer 
"goodwill" and the departure of more registered repre- 
sentatives will bring about financial ieases that must 
result in the company going below its net capital require- 
ments, thereby compelling total suspension of its operations. 

At that point, although counsel are confident that 
respondents will eventually be vindicated, the Hearing 
Examiner and the Commission will be vindicating a corpse. 
At the point at which continued newspaper publicity will 
cause this firm to go below its net capital requirements, 
this proceeding, for all practical purposes, will become 
moot, and the press will have accomplished by publicity 
what, in our view, the Division can never accomplish by 


evidence. 
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In view of the foregoing, the Hearing Examiner 
should rule as a matter of discretion that all further 


proceedings be conducted privately. 


II 


There Is No Longer Any Reason for 
Requiring These Proceedings to Be 


Conducted Publicly ; 


In denying respondents’ prior motion to dismiss the 
order for public proceedings on the ground, inter alia, 
that the Commission had arbitrarily refused to conduct 
these proceedings privately, the Hearing Examiner pointed 
out that there were three main reasons for ordering that 
proceedings against broker-dealers be conducted ee 
These were: (1) apprising investors that they might have 
causes of action prior to the running of the statute of 
limitations; (2) warning the investing public against the 
activities of the broker-dealer being proceeded against; 
and (3) encouraging witnesses to come forward and testify 


in the pending proceeding. 


In our brief in support of the motion to dismiss we 


conclusively demonstrated that, inasmuch as (a) all investor 


6/ Order Denying Motion to Dismiss, p. 3. 


7, 


7/ 


claims under the Securities Acts were barred in any event 


and (b) the alleged violations occurred during the period 
May 1960 to June 1964 and there was no charge of present 
or continuing misconduct, reasons (1) and (2) were in no 


way applicable to this proceeding. _ 


The only other reason which could have justified 
the holding of public proceedings in this ease was that 
witnesses, apprised of the institution of such proceedings, 
would come forward and testify. However, AA Divi- 
sion has informed us that, by reason of the Se 
given to the order for public proceedings on March 3 and 4, 
1966, witnesses have come forward and offered to testify, 


all three reasons for holding public proceedings have been 


substantially satisfied. 


7/ Respondents offered, and continue to offer, to waive the 
‘Statute of limitations Q) in "common law"! fraud actions in 


jurisdictions where the statute of limitations has not yet 
run and (2) in actions based on violations of those sections 
of the Securities Acts for which no express limitation period 
is provided (Res. Br. in Support of Motion to Dismiss, p. 7). 


8/ Res. Br. in Support of Motion to Dismiss, pp. 3-4, 6-8. 


9/ See the newspaper stories in the "Washington Post™ for 
March 4, 1966 and the "Evening Star" for March 3 and 4, 
1966, as well as Ex. A annexed to Respondents' Brief in 
Support of the Motion to Dismiss, i.e., the newspaper story 
in the "Daily News" for March 4, 1966. 


Se 


Since there is no longer any significant justification 
for continued public proceedings, a continuation of such pro- 
ceedings can only serve the "indefensible" purpose of 
"punishing" respondents by publicity -- a result which does 
not comport with due process. Watkins v. United States, 


354°U.S. 178, 187 (1957). 


TITt 


The Nature of the Alternative Relief Requested 


While, in our view, the Commission has clearly indi- 
cated that the Hearing Examiner does have power to grant 
the relief respondents seek, we do not discount the possi- 
bility that the Hearing Examiner may think otherwise. 
Accordingly, in the event the Hearing Examiner believes 
himself without authority in the premises, we request that 
he certify the matter for interlocutory review by the Conm- 
mission together with appropriate findings and a recom- 


mendation that the relief requested be granted. 


The Hearing Examiner's recommendation is important 
because, having heard and seen the witnesses, he is in a 
better position than the Commission to compare the testi- 
money with the "publicity" meted out to respondents and to 


determine, in the first instance, the appropriate remedy. 


=e 


Since the press undoubtedly will continue its 
"sensational" reporting of the most mancetons testimony, 
respondents respectfully request that all further testi- 
money be suspended pending a hearing and determination of 


the within motion. 
Conclusion 


By reason of the foregoing, respondents’ motion 


should be granted. 


June 16, 1966 Respectfully submitted, 


DICKSTEIN, SHAPIRO & GALLIGAN 


By 1 
David I. Shapiro 

1411 K St., N. W. 
Washington, D. C. 20005 


Attorneys for Respondent Hodgdon 

& Co., Inc. and individual Re- 
spondents Hodgdon, Haight, Kitain, 
Carr, Adam, Harper, Davis and Kibler 


SIMPSON THACHER & BARTLETT 
By ; 

Harry Heller 

1700 K St., N. W. 
Washington, D. C. 20006 


Special Counsel for Said Respondents 


AFFIDAVIT 
DISTRICT OF COLUMBIA, ss: 
James F. Haight, being duly sworn, deposes and says: 


1. I am one of the individual respondents in this 


proceeding as well as President of the corporate respondent 


herein. 


2. Since March 3, 1966, the date on which the local 
press first reported the issuance by the Commission of the 
order for public proceedings in this case, the following 
registered representattvesshave left Hodgdon & Co., Inc.: 

(1) Warren Moore (with firm 7 years) -- 
left March 17, 1966 


(2) Marcus P. Horn (with firm 1 year) -- 
left March 24, 1966 


(3) Charles K. Matheny (with firm 7 years) -- 
left April 1, 1966 


Grover Rees (with firm 4 years) -- 
left April 1, 1966 


James P. Fristoe (with firm 1 year) -- 
left May 10, 1966 


Leslie Phillips (with firm'5 years) -- 
left May 13, 1966 


Manuel de Pinho (with firm 18 months) -- 
left May 19, 1966 


John Farley (with firm 5 years) -- 
left June 1, 1966 


(9) Fred Repass (with firm 18 months) -- 
left June 1, 1966 


3. During the period March 3 through June 12, 1966, 


approximately 100 customers telephoned the firm either to 
express their concern about doing business with the firm 
as a result of the adverse publicity or to refuse outright 


to do any more business with the firm. 


4. During the same period, I estimate that the firm 
has lost substantial other business it would’ have obtained 
wete it not for the order of public proceedings and the 
resulting publicity thereon. | 

5. During the period June 13 through June 15, 1966, 
eight more registered representatives have either advised 
me or others in the firm that, if the press continues to 


publicize the proceedings herein, they will have to leave 


the firn. 


6. Unless the relief requested by respondents 
herein is granted, the corporate respondent will continue 
to suffer irreparable injury and will eventually be caused 


to be in violation of its net capital requirements, resulting 


ao = 


in a complete suspension of its business operations. 


James F. Haight 


Subscribed and sworn to before me this 16th day of 


Drang L dace'y. Melly lille -d 
otary Public 


bg Crmem vation. Explte - 1>/81/% 


June, 1966. 


a 
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WE NESDAY, JUNE 15, 1966 


SEC Hearing Opens 


Risky Stock Deals 
Of Hodgdon Bax se 


By = G. Edwards 


Washington Post 6talf Writer 
Two witnesses testified yesterday at a Securities iand 
Exchange Commission hearing that tthe Wa ashington’ - 
brokerage firm of Hodgdon & Cc. underwrote securities 
of two companies with highly risky prospects ‘and 
products. NO 


The leadoff witness was nar 
Frey C. Johns, a former sales-| mination that Dana Beds 


man for Hodgdon, which now! don, former board chairman 
operates under a revised; of the firm, fired him atier 
management lineup as Hoedg-; his refusal to recommend ¥en 
oe eae weas tired /Po* Securities. Johns said 
A the firm in 1962 for re-i at cespite optimistic earn- 
fusing to participate in under-i ings predictions by Van Pak 
writings cf securities of Vani executives, the company Pro! 
Pak, Inc. and United States] spectus indicated it was! in 
Infra Red Corp. solvent at the time of tne 
A principal product of U.S. | offering in 1962. 
Infra Red was a heat cetes! He described a sales meet- 
tion device that he said was! ing at which Hodrdon said 
described to him by engineer-} the Virginia Securities Com- 
ing experts as not worthy of} j mission would not permit the 
serious promotion. jsale of Van Pak securities in 
He said these expert] Virginia on the grounds that 
opinions were passed on to ajthe company was insolvent. 
BHodgdon officer before the} Johns said Hodgdon called 
underwriting. j the State’s law “arch2ie” end 
SEC lawyers called on# of! then told his sa! esmen that} 
these experts, consulting phy-} they should uns Maryland andj 
sicist Dr. Francis Rawdeni Washington addresses “ic Virel 
Smith. who confirmed ws) =. ee ore not ae, Oe —— A 
found the Iofra Nest peooduct the SS ty? 
to hold Little wromise Get Te cuarges EXHIBIT “A 
} In OSS exanimatwa Ul, ageicn che nee fire 
Johns, defense lawyers for | fall under tte s+. <rauc pro 
Hodgdon tried to show that! visions sof the Fecers} securk- 
he is biased against the ce-;t asd 
fendants because of hig dis-} Exam mer Sidacy Gr oss are 
missal from the firm. lexpected to continue for 
Johns said uncer direct! weeks. i 


Co 


Che Lvening 


rd 


a 
Star? 


WASHINGTON, D. C., TUESDAY, JUNE 14, 1966 


rired Salesman Is Witness 
As Fiedgdon Hearing Opens 


By DONALD B. HADLEY 


Star Financial Editor 


“worneys for Hodadon. Haight & Co.. Washington securities 
fem facing proceedings under anti-fraud Provisions of the se-: 


CUS aes 


Jaws. punctuated testimony of the first witness with 


cdyections and finally were granted a recess till after lunch. 
The Hodgdon attorneys sax thev needed the recess to gather 


mater al for cross-cxamination 
witness, 

rearing as a Securities 
aud tachange Commission wit- 
ness. was Frey C. Johns, who 
Suid he was fired in 2 from 
ithe Hodgdon firm for refusing to 
Parbeipate in uncerwritinys ne 
decided were too risky. He was 
interrupted many times by at; 
rtorneys for the Girm. 

Johns, who later was a regis- 
itered representative for Jonn- 
| ston, Lemon & Co.. ard now is a 
jregistered representative in the: 
|Washington ofiice of Hayden, 
!Stone, Ine, testified that prior 
{to an underwriting of stock of, 
| United States Infrared Corp. in, 
{1960, re consulted various elec- 
| tronic experts about the [n- 
jfrared Gun, which among other, 
jthings was believed to be useful 
tin detecting railroad hot boxes 


Experts Consutied 
Among We experts consulied, 
the witness named Dr f+, 
Rawden Smite print 
government consuitant; George 
L. Erion. eciectrasie ©. 
owner of int teuai Oehts tor 
the Sidewinder misstle, and Fd | 
mond L, Myerson, an electronic | 
engineer 
, The verdict of the experts was | 
that the infrared invention was 
underdeveloped and was not vet | 
; Worthy of serous promotion, the 
j Witness said. Louis S. Amana, 
j Hodgcon vice president, was in- 
foemed of their opinion, Johns. 
said. : 
| He quoted Dr. Smith as say- 
ing he considered the inveation 
supposed to detect heat in bex 
boxes to be ~a masterpiece of 
imsensitivity to heat.” 

Jot 
ietpate in the infrared offering 
because he considered it to be 
“too high a risk" 

Ne sard that prior to an un- 
derwoting of Van Pak, Inc. 

Dana Hodgdon, board 
n of the firm. told him 
ing was vital fo the in- 
rests @f the firm. aad = « 
tuas UlUMmetum warced Johns 


ons testified he did not par- | 


Rune set be 


oF Ming ne > 


but thal ne did net 


pera 
.  UNGerw rig hecrise 
he tad seen the prospectus acd 
that ti indicated the firm to be 
insolvent and an “extremely 
high risk.” The witness said 
he told Hodgden he did not 
want to self the stock. 

Later Hodgdon called him 
and told him he was fired, 


‘Johns added. Johns said Hodg- 


don told him he was through 


immediately. 


The witness said Hodgdor ac- 
cused hin of failing to show 
enthusiasm for company offer- 
ings and failing to sell the 
company’s real estate syndica- 
tions. 

Questioned about sales meet- 
ings prior to the Van Pak un- 
cerwriting. Johns said Van Pak 
ctficials described the com- 
pany’s plans, hopes and aspira- 
tions and predicted a sharp rise 
in earnings. 

Virginia Action 

At one of the meetings Hodg- 
idon also told of a trip to Rich- 
;mond to discuss the underwrit- 
fing with the Virginia Securities 
j Commission, Johns said. Hodg- 
don renarted the Virginia com 
eusskea refused to perm saw 


Sethian 


a state law prohibiting the ~ale 
of the stock of an insolvent! 
jeompany and described the law 
jaS “archaic,” the witness tes- 
tified. 

| Johns said Hodedon. told his 
iSalesmen that if any of them 
|seld the shares to Virginia resi- 
jdents they could always use; 
j Maryland or District of Colum-} 
{bia addresses. H 
| The SEC staff entered into! 
jthe hearing record a number of! 
pocponicas and statements of! 
Johns relating to his relations 
; with the firm, including his final} 
‘discharge. 


Throughout his testimony, 
Hodgdon attorneys objected at 
almost every point on various 
grounds, most ccmmonly on 
§rounds of hearsay evidence. 

Sidney Gross, hearing exami- 
ner, allowed some but disal- 
lowed others. 

Upon completion of the Johns 
initial testimony, Hodgdon at- 
torneys asked for a recess to 
permit examinztion of the tes- 
tmony and exhibits and pre 
pare for cross-examination. 


Gross offered a recess of 10 
minutes but this was protested 
strongly and a recess to 2 pn. 
was proposed. Gross allowed 
unl 1 p.m, 

The initial hearing started at 
10 a.m. and lasted just one hour, 
but the proceedings are exe 
pected to last through the sum- 
mer because of a ioaz lst of 
witnesses to ve heard Some say 


ore than 75 


Exhibit "B" 


SAMENGTON DMLY NEWS SEONG DAY, JUNE 18, 


Washington Business 
ee 


Ex-CiIA Man 
Testifies in 


f 
’ 
i 


e 
5 
, 


Lu Hoeg 


By RICE ODELL 


Cut agent turned 

the first 

Witness the 

Securrires & Enchange 

Commission began presenting 

to support its longs and 

charges against the 

Mashington brokerage — firm, 
Hodsdoa & Co. 

He was Fras C. Johes, ¢ 
bundsome, 42-year-old blond 
Who lives at 1029 Shinman Lane. 
MeLean, and who worked as a 
Stiesman for the cornany from 
195842 after nine years with 
the CIA. 

Mr Sohns whe is now with 
Hayden Stone, Ine. is one of 
more than 60 witnesses thru 
Whetn the SEC intends 10 prove 
its ailezations that the firm and 
Officers of it were involved m 
the fraudulent sale of dozens of 
Stocks, inelding seme in which 
they had special interests. 

Among 3+ securities listed in 
the complaint are — several 
th al ventnres of A Dana 
Hodgdon, founder and former 
heard charman who cesizned 
Ai Werests several months azo, 
accords to an announcement. 
The name was chanzed to 
Hodeden, Haivht & Co, 


ENPERTISE. 


Mr Johns’ testimony was 
directed principally at the stock 
of US. Infrared Corp. one of 
titose which the SEC claims was 
soli otheu “decepuve and 
mistcading” statements. 


Infrared was a small area 
firm whose head, Patrick 
MeCartny. had developed an 
initared gun claimed to be 
usetul in Getecting “hotdoxes™ 
on ratroad cars. 

Mr Johns testified that in 
August, 196, Louis A. Amann, 
a Hododon vice president at the 
time and one of 11 men named 

"he comp aut, “asked me of 

he imermestad [0 rane sone 
suey for a private 
under wertieg for the fiem.” 


con Case 


He sand these were severs! 
meetings at which Mr, 
MeCartny — dernomcrated the 
gun, and he had invited several 
experts and clivms for an 
appraisal. Amonz these were 
Dr. Francis Rawdon Smith, an 
electronics engineer with "his 
owt: consulting firm here, and 
George L. Ericn, who kes 

rights to the | 
Sidewinder missile, also an! 
infrared device ho secks ou i 
the heat of a jet's afer burner. 


“MASTERPIE: 


t 


beth overnead ho astat work 
at that time” fr sorith wha 
Dees in Fielerick, testiasd 
hater, “He +MeCarthy said it 
was simply out of whack.” 
Later he said it) fale! 
Tespond avpreciably to 
scldering iron, 

Mr, Johns said tha viewers 
felt an veaeral that the invention 
was “underdeveloped, that it 
Was Not yet work of OUs | 
prometion.” He ssid Dr. Smizb | 
called it a “masterpiece of 
insensitivity to heat.” 

“IT mads an added effort to ! 
detecmine the amount of risk,“ 
Mr. Johas said Promoted by a: 
year he spent working in the ; 
insurance busamess, he said, he | 
“talked to Mr. McCarthy and 
found that due to hist oud 
pressure and a heart condition 
he was unixsurabdle.”* 

Participants said that Mr, 
MeCarthy did. in faci, die of a 
heart attack several moaths 
later. i 

Mr. Johns testified that 
Infrared stock was sold thru the 
auspices of Hodgdon & Co.: and 
De nmaib said ¢ 
qut thar Mr. As 
otie~r of inirared. 


! ‘WRONG’ 
Mr. Johns aise sand that he 
Was more or Jess ficed by Mr. 


Hodeden vwhor he told him, in: 


Connection with another stock, 


teat he o-didn't hike the | 
underyriing because the : 
Prmnpectus snowed the company | 


tw be insolvent.” 


i He said that. this insolvency ° 


prohibited its sale in Virzitia | 


under a law whi h Vit. Hodedon 
called “archaic.” He said Mr 
Hodudon tld) 2 roun of 


salesmen to use DC. of! 
Marvlind addresses if they soid : 


it to Virginia residents. 
(Under cross-examination Mr. 


Johns admitted tin his! 
sdling he “tended to emphasize ‘ 


low-prized securities not 
recommended by the firm™ «tho 

thiur sale was authorized by it: 
He said some other salesmen 
+ them but he was 

t any excuses, 

the market 
there Was a 


ADMINISTRATIVE PROCEEDING 
FILE NO. 3-533 


UNITED STATES OF AMERICA 
before the 
SECURITIES AND EXCHANGE COMMISSION 
June 17, 1966 


ORDER 


Re: Hodgdon & Co., Inc. et al. 
File No. 8-8427) 


Broker-dealer Proceedings 


Hodgdon & Co., Inc., A. Dana Hodgdon, James F. Haight, 
Burton Kitain, W. Lyles Carr, Jr., David M. Adam, Jr., James 
W. Harper, III, Homer E. Davis, and Robert F. Kibler have 
applied to the Commission, pursuant to Rule 12(a) of the Com- 
mission's Rules of Practice, for review of a ruling of the 
hearing examiner, which he certified to the Commission, deny- 
ing their motion for an order directing that all further pro- 
ceedings be conducted privately. 


: Applicants urged in support of their motion that news- 
paper publicity given to the testimony at the hearings did not 
reasonably reflect that testimony and that any publicity - 
hostile or otherwise - would have a- serious if not fatal im- 
pact upon respondents’ business. They further stated that 
since the proceedings began a number of registered representa- 
tives have left registrant and others have indicated they will 
leave if the publicity continues, that a large number of 
customers have indicated a concern about doing business with 
registrant or have refused to do so. Applicants also advanced 
contentions which they had previously made in support of a 
motion to dismiss the proceedings on the ground that the pro- 
ceedings should have been private. The hearing examiner had 
denied that motion and on May 23, 1966, the Commission, after 
due consideration, refused to review such denial. 


The hearing examiner, in denying applicants’ motion 
for an order changing the proceedings from public to private 
stated that "the nature of the reporting in the press is some- 
thing which cannot control the question whether a hearing 
should be public or private," and that counsel for applicants 
“can rely on the Hearing Examiner and the Commission to base 
a decision on the record in the proceedings and not on any 
newspaper articles." 
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The Commission, in determining whether to order 
public or private proceedings, weighed the general public 
interest and the interest of investors in the subject 
matter of the proceedings in the light of the nature of 
the charges presented against the respondents’ interest 
in keeping the proceedings private. The Commission con- 
cluded that the former outweighed the latter and accord- 
ingly instituted public proceedings. Such determination 
obviously recognized that the hearings would be attended 
by press publicity because the issues affect public 
investors. 


On the basis of the foregoing, it is concluded that 
neither the asserted differences between the transcript and 
the press reports nor the other factors cited by applicant 
warrant changing the nature of the proceedings from public 
to private. 


Accordingly, the ruling of the hearing examiner 
denying applicants’ motion to make the proceedings private 
is affirmed. : 


For the Commission (pursuant to delegated authority). 


Orval L. DuBois 
Secretary 


- 


ADMINISTRATIVE PROCEEDING 
FILE NO.: 3-533 


ORIG 
R 


UNITED STATES OF AMERICA - 
before the - 

SECURITIES AND EXCHANGE COMMISSION —_ 

February 10, 1967 ; SECURITIES & EXCHANGE CCGi-.. 


MAILED FOR SERVICE 
FEB 4 01967 


= CFD. No, _ SO S7LS 
RULING ON REVIEW PETITION .5-. AWA 4 ty 


C¥eo 


In the Matter of 


Hodgdon & Co., Inc., et al. 
(File 8-8427) 


In the matter of the public proceedings under Sections 
15(b), 15A and 19(2)(3) of the Securities Exchange Act of 1934 pend- 
ing in respect of Hodgdon & Co., Inc., et al. (88427), the Comnis~ 
sion considered -a petition by its Division of Trading and Markets, 
filed pursuant to Rule 12(a) of the Commission's Rules of Practice, 
for review of certain evidentiary rulings by the hearing examiner, 
which the latter refused to certify. Those rulings excluded as ir- 
relevant certain portions of exhibits introduced in evidence by the 
Division. Hodgdon & Co., Inc. and certain individual respondents 
filed a memorandum in opposition to the petition. 


Excluded from Division Exhibits 422, 424 aad 426 and 
similar exhibits were references tc the "market value" as of June 11, 
1964, of certain securities which a customer either had acquired be- 
fore dealing with respondents and sold on respondents’ advice prior 
to that date cr had purchased upon respondents’ recommendation, and 
to unrealized losses or profits as of that date. The Division as~ 
eerted that the market valves as of such cate which approximated the 
end of the period specified in the order for proceedings and was 
arbitrarily selected in anezlyzing investor-witness accounts were 
relevant to the allegations in Sections LIB(2) and (6) of the order. 


Section IIB alleged that between May 1960 and June 1964, 
respondents willfully violated anti-fraud provisions of the Securities 
, Acts in that they, among other things: 


"(2) [induced unsophisticated customers to repose complete 
trust and confidence in them ceusing such customers to believe that 
they would act in their best interests," and 


"(6) /caused/ such customers to retain their trust and con- 
fidence in respondents by means of lulling ... representations that 
they were ‘better off because of tre financial advice given by respond- 
ents, when, in fect, such customers had suffcred losses or were no 
better off than before dealing with respondents." 
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’ After due consideration of the petition and respondents* 
memorandum, the Commission was of the opinion that the excluded por- 
tions of the exhibits might be relevant at least to Section IIB(2) of 
the order for proceedings. The Commission pointed out that in cases 
involving the charge of inducing excessive trading in the accounts of 
customers in violation of the trust and confidence reposed in the 
broker-dealer, it had considered relevent the value of the customers’ 
original portfolio if left intact and unrealized losees et the end of 
a period in determining whether the broker-dealer 
had acted in their best interests. See Behel, Johnsen & Compeny, Inc,, 
26 S.E.C. 1635 166 (1947); R. H. Johnson & Company, 36 3.E.C. 467 
(1955), sf£'d 231 F. 2d 523 (C.A.D.C., 1955), cert. denied 352 U.S. 844; 
Reynolds & Co., 39 S.E.C. 902, 907 (1960). Respondents. contended that 
paragreph LIB(2) was tantamount merely to an allegation that respondents 
undertook to recommend euitable transactions and that suitability could 
not be judged by market prices at a date long after the transactions 
since a broker-dealer is not an insurer. The Cornission was of the 
opinion, however, that subsequent market prices may be a factor together 
with other relevant circumstences in determining whether as alleged in 
that paragraph the broker-dealer acted in the customers! best interests. 


With respect to the issue reised in paragraph IIB(6), the 
Commission noted that it did not appear when the alleged lulling repre- . 
sentations were made to the customers involved. The Comission there- 
fore did not determine whether the excluded portion of the exhibits would 
be relevant with respect to thit issue. In this connection, however, it 
pointed out. thet the hearing exsmiaez and the Commission could take offi- 
cial notice of the prices at vhich listed securities were traded and un- 
listed securities c-=tej on any dates thet might be relevant. 


Finally, the Comnissicr. observed that the generally accepted 
view favors liberality in the admission of evidence in adninistretive 
proceedings if it "in some degree advances the inquiry" : (McCormich, 
Handbook of the Law of Evidence 319 (1954)) or “can conceivably throw 
any light upon the controversy" (Samuel H. Moss, Inc. v. F.T.C., 148 F. 
2d 378, 380 (C.A. 2, 1945), cert. dented 326 U.S. 734),and that at the 
conclusion of the proceedings it vould carefully appraise both the ad- 
miscibility and the weight of the evidence in question on the basis of 
the whole record and in the light of any further legal argument. 


The Commission accordingly reversed the hearing exeminer's 
rulings. Commissioner Budge dissented from this action (see attached). 


| yl ken 


Secretary 
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_Hodgdon & Co., Inc. et 21. 


Commissioner Budge dissenting: es 
As the opinion of the majority indicates, the petition 
here considered reaches the Commission pursuant to Rule 12(a) of 
the Commission's own Rules of Practice. That tule reads as follows: 
“Rule 12. Interlocutory Review; Motions and 
Applications to Commission. 
(a) Review of hearing officer's rulings. The 
Commission will not review a rmling of the hearin 
officer prior to its conriderction of the entire 
roceeding in the absence of extreordina circum 
stances. Except as provided in Rule li(c), a 
hearing officer shall not certify a rulin for 
interlocutory review by the Commission unless a 
party_so requests and (1) the hearing officer finds, 
either on the record or in writing, that in his 
opinion a subsequent reversal of his ruling would 
cause unusual delay or expense, taking into con- 
sideration the probability of such reversal, or 
(2) his ruling would compel testimony of Commission 
members, officers or employcer or the roduction 
of documentary evidence in their custody. The 
certification by the hearing officer ehall be in 
writing and shall specify the material relevant 
to the ruling involved. The Commission may decline 
to consider the ruling certified, if it determines 
that interlocutory review is not warranted or 
appropriate under the circumstances. If the hearing 
officer does not certify e matter, a party who : 
had requested certificatica may apply to the Commission 
for review, or the Commission on its own motion 
may direct that any matter be submitted to it for 
review. An application for review shall be in 
writing and shall briefly stete the gtounds relied 
on. Review will not be granted unless the Commission 
concludes that the hearing officer erred in failinz 
to certify the matter. Unless otherwise ordered by 
the hearing officer, the hearing before the hearing 
officer shall continue whether or not such certifi- 
cation or application is made. Failure to request 
certification or to make such application will 
not waive the right to seek review of the ruling 
of the hearing officer after the close of the 
hearing pursuant to Rules 16(d) and 17. The 
Commission will prescribe the procedure for each 
application hereunder and parezgraph (c) of this 
rule shall not apply." pases 


/ 


/Enphasis mine 


e 
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I have examined the petition and the briefs and find 
not only that they are devoid of any showing as to compliance with 
Rule 12(a) but that they do not even discucs the rule. | % 

It seems apparent to me that under Rule 12(a) there 
ghould be no review by the Commigsion absent extraordinary circum- 
stances, and none have even beon suggested. 


Also, the rule specifically provides that “Review will 

not be granted unless the Comniesion concludes that the hearing 
officer erred in failing to certify the matter.” But * .0a hearing 
officer shall not certify a ruling...unless... (1) the hearing officer 
finds...that in his opinion a subsequent reverssl of his ruling would 
cause unusual delay or expense, taking into consideration the proba- ° 
bility of such reversal, or (2) his ruling would compel testimony of 
Commission members, officers or employees or the production of docu- 
mentary evidence in their custody." By this rule the Commission has 
provided that the hearing officer must find either (1) or (2) above 
or he “shall not certify." It then provides “Review will not be 
grented unless the Commission concludes that the hearing officer erred . 
in failing to certify the matter." How it can be said that the hear- - 
ing officer in this instance erred in failing to certify, I do not~ 
-know. The record is cempletely_devoid of any showing of compliance 
with the conditions precedent / (1) and (2) above/. I find no indi- 
cation that anyone has even suggested that either (1) "a subsequent 
reversal of his ruling would cause unuscal delay or expense” or (2) 
"his ruling would coxpel testimony of Commission members, officers 
or employees or the production of documentary evidence in their cus- 
tody." 


In my view, the opinion of the majority not) only completely 
disregards our own rule that we will not review in the absence of ex- 
traordinery circumstances, but it reverses the hearing officer for 
failing to certify even though the rule specifically requires him to 
make a finding before certification, which finding it is impossible 
for him to make. On what would such a finding be based? 


The reversal here seens to me to be a perfect example of 
the need for the Rule 12(s), and I see no reason to ignore it. 
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Appeerences: Sidney Dickstein and David I. Shapiro of Dickstein, 
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& Bartlett for Hodgdon & Co., Inc., now known as Height & 
Co., Inc., A. Dana Hodgdon, James F. Haight, W. Lyles 
Carr, Jr., David M. Adam, Jr., James W., Harper, III, Homer 
E. Davis and Robert F. Kibler. 


Louis E. Shomette, Jr. for Louis S. Amann. 


Robert B. Hirsch and Allen G. Siegel of Arent, Fox, Kintner, 
Plotkin & Kahn for Hsrvey A. Baskin. 


Paul F. Leonard, Harold Webb, Wallace L. Timmeny, William 
R. Schief, Barton H. Finkelstein and Herbert E. Milstein 
for the Division of Trading and Markets. 


This proceeding is brought pursuant to Sections 15(b), 15A and 
19(a)(3) of the Securities Exchange Act of 1934, as amended ("Exchange 
Act"), by order of the Securities and Exchange Commission ("Commission") 
dated March 2, 1966,to determine what, if any, renedial action is 
appropriate in the public interest as a result of aitcged willful 
violations of the securities laws during the period from approximately 


May 1960 to June 1964 ("the relevant period") with respect to Hodgdon 


& Co., Inc., now known as Height & Co., Inc. ("registrant") and various of 


its officers, directors and registered representatives. 


The order for proceedings contains a mltitude of charges. 
Taken together with the "More Definite Statement" filed by the Division 
of Trading and Markets ("Division"), the order alleges that during 
the relevant period the respondents, singly and in concert, willfully 
violated Section 17(a) of the Securities Act of 1933 ("Securities 


Act"), Sections 10(b) and 15(c)(1) of the Securities Exchange Act of 


2/ 
1934 ("Exchange Act") and Rules 10b-5, 15¢1-2, and 15c1-4 thereunder.= 


1/ Registrant's name was changed, as of June 1, 1966, to Hodgedon, Haight & 
Co., Inc. Its name was further changed, ss of Septenber 30, 1967, to 
Height & Co., Inc. 


2/ The composite effect of Section 17(a) of the Securities Act, 
Sections 10(b) and 15(c)(1) of the Exchange Act and Rules 10-5 
and 15¢cl-2 thereunder, as applicable to this case, is to make 
unlawful the use of the mails or means of interstate commerce 
in connection with the purchase or sale of any security by the 
use of a device to defraud, an untrue or. misleading statement 
of material fact or any act, practice, or course of business 
which operates or would operate as a fraud or deceit upon @ 
customer, or by the use of any other manipulative, deceptive 
or fraudulent cevice. Rule 15cl-4 includes, within the meaning 
of the phrase "sanipulative, deceptive or fraudulent device," 
the failure of a broker or dealer, at or before completion of 
each security transaction, to furnish the customer written 
notification disclosing, in effect, whether it is acting as 
broker for the customer, as dealer for his own account, as broker 
for some other person or as broker for both the customer and some 
other person. 


LS 

Sections 5(a) and 5(c) of the Securities Act; 3/ Section 17(a) of the 
Exchange Act and Rule 17a-3 thereunder; 4/ Section 15(c)(2) of the 
Exchange Act and Rule 15c2-4 thereunder; 5/ and Section 15(b) of the 
Exchange Act and Rule 15b3-1 thereunder 6/ and willfully aided and 
abetted violations of all the aforementioned sections and rules. 7/ 

During the course of the hearing, on the Division's motion, the 
order for proceedings was amended 

(1) to add subdivision (N) to Section IIB(14) to allege 

” that registrant's customers were not advised that 


registrant was not authorized to sell the stock of 


3/ Sections 5(a) and 5(c) of the Securities Act, as applicable here, 
make it unlawful to use the mails or interstate facilities to sell 
or deliver a security unless a registration statement is in effect 
as to such security. 


Section 17(a) of the Exchange Act, as pertinent here, requires 
brokers and dealers to make and keep current such books and records 
as the Commission may prescribe as necessary and appropriate in 

the public interest or for the protection of investors. Rule 17a-3 
specifies the books and records which must be maintained and kept 
current. The requirement that records be kept "obviously intends 
that such records be true records, and that the entries shall not 
be false or fictitious." Lowell, Neibuhr & Co., Inc., 18 $.E.C. 
471, 475 (1945); John T. Pollard & Co., Inc., 38 S.E.C. 594 (1958); 


Continental Bond & Share Corporation, Securities Exchange Act 
Release No. 7135 (September 9, 1963). 


As relevant here, Section 15(c)(2) and Rule. 15¢c2-4 require a broker 
or dealer participating in a distribution of securities to promptly 
transmit the money or other consideration received to the persons 
entitled thereto. 


Section 15(b) and Rule 15b3-1 require a broker or dealer to promptly 
file a correcting amendment to his application for registration if 
any information contained therein is or becomes inaccurate. 


Apart from the fraud allegations, not all respondents are charged in 
respect of each allegation. 
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Van Pak, Inc. within the State of Virginie and 

the reesons therefor; and 

to add a new section designated Section LIB(15) to 
allege the making of false and fictitious entries by 


registrant in connection with the offer and sale of 


Van Pek, Inc. securities in the State of Virginia, and 


to add 8s new subdivision LIE(1) to ellege that 
during the relevant period all the respondents 
except Harvey E. Baskin, singly and in Cenceree will- 
fully violated and aided snd abetted wioterione of 
Section 17(8) of the Exchange Act and Rule 17a-3 
thereunder in that they made false and fictitious 
entries in books end records required to be kept under 
said rule with regard to the sale of Van Pak, Inc. 
stock in the State of Virginia. 

All respondents were represented by counsel. Proposed find- 
ings of fact and conclusions of law and briefs have! been filed by the 
Division snd on behalf of all respondents. Division has also filed a 
reply brief. | 

On the basis of the record in the proceeding, including 
the documentary evidence, the testimony of the witnesses and the pro- 
posed findings of fact and conclusions of law, the Hearing Examiner 
makes the following findings and conclusions. | 

The Respondents 
Hodgdon & Co. was organized by A. Dana Hodgdon ("Hodgdon") 


as a sole proprietorship in 1955. It maintained its offices in 


Washington, D.C. In 1956 it became a partnership consisting of Hodgdon, 
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his wife and W. Lyles Carr ("Carr"). Registrant was incorporsted in 
1960 and registered as e broker snd dealer with the Commission on 
May 1, 1960. Registrant is a member of the National Association 
of Securities Dealers ("NASD") snd the Philadeiphia-Baltimore-Washington 
Stock Exchange ("PBW"'). 

Subsequent to registrant's incorporation and during the 
relevant period Hodgdon was registrant's president, treasurer, a 


director and the major holder of registrant's stock. Before commencing 


business as e sole proprietorship Hodgdon had been employed for about 


three years es 5 registered representative by two member firms of the 
New York Stock Exchange ("NYSE"). 
Jezes F. Haight ("Haight") was employed by Hodgdon & Co. 

in 1957. Prior thereto, between 1952 and 1954, he was employed by a 
securities deeler engeged in the sale of mutual funds and e plan for 
acquiring the stock of a local utility company. He became e 1% pertner 
of Hodgdon & Co. in 1958. Upon registrant's incorporstion he % 
was made e vice-president in charge of sales and training and a director. 
Haight instituted the basic treining course for new salesmen which will 
be discussed below and delivered about 80% of the lectures in that course. 
In 1963 he was appointed executive vice-president and assumed additional 
executive duties to be exercised in Hodgdon's absence. He was also a 
registered representative. 

| Carr, as indicated above, became Hodgdon’s partner in 1956. 


He hed no previous experience in the securities business. Upon regis- 


trant's formetion he became senior vice-president, secretary and a member 
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of the board of directors. He also owned 10% or more of registrant's 


stock. Carr lectured during the training course for new salesmen on 
sales techniques and real estate. Together with Hodgdon and Height, 
Carr regulerly interviewed spplicants for employment with registrant 
as selesmen. He was also a registered representative. 

~ Louis S. Amann ("Amann") joined Hodgdon & Co. as 8 regis- 
tered representative in 1956. Before coming to regietrene he was a 


ene ete 
salesman and officer of a registered broker-dealer for about 3% yeers. 


He became a vice-president and director of registrant in 1960 upon 
registrant's incorporation and held 1% of registrant's stock. In 
July 1961 Amann resigned, involuntarily, from registrant. He was re- 
employed as e salesman by registrant within severe! months thereafter 
end continued as a registered representative until October 1965. 

Burton Kitain ("Kitain") commenced employment with Hodgdon & 
Co. in 1959. Apart from a five or six month training progrem with a 
member firm of the NYSE he had no earlier association in the securities 
field. In September 1960 registrant appointed Kitein manager of its 
newly opened branch office in Bethesda, Morylend. He continued in that 
capacity until August 1964 when the branch office aor closed. 

David M. Adam, Jr. ("Adam") was employed, by registrant in 
1960. His prior experience was limited to a training course with eo fire 
engaged in the sale of mutual funds for some months prior to joining 
registrant. He became p vice president of restetrencicarty in 1963. Prior 


thereto, in 1962, Adam had been selected as registrant's specialist in 


the field of research and enslysis of securities end wes also appointed 


are 


& group manager. The system of group managers wes introduced to 
registrant in or about 1962. It was intended to reduce the need 
for constant direct communication between the salesmen and top 

management through the development of middle management but was 


short-lived. 


James W. Harper III ("Harper") joined registrant in 
1961. Earlier, he had been a trainee with s NYSE firm. He became a 
registrant representative and, thereafter, in 1962, a co-specialist 
in oil and ges investments. He #lso lectured on such invest- 
ments during the training programs. In 1963 he was appointed assistant 
vice-president. 

Henry A. Baskin ("Baskin") commenced employment with regis- 


trent in the fall of 1961 without any previous experience in the 


securities business end became a registered representative. In Febru- 


ary 1963 he wes eppointed assistant to the president. In December 1963 


he acquired something less than 3% of registrant's stock. Baskin resigned 
from registrant in June 1964. Registrant purchased his stock. 

Homer E. Davis ("Davis") had no experience in the securities 
business oefore he joined registrant in 1957 as a registered 
representetive. He was trsnsferred to registrant's Bethesda office 
when it opened. Davis’ name appeared on a list cf specialists posted 
by registrant for its salesmen's use, as ae specialist in real estate. 


Robert F. Kibler ("Kibler) started his association with 


. registrent in 1960 without previous securities experience. He is a 


registered So ea 
I. REGISTRANT®S PRACTICES AND COURSE OF BUSINESS : 

Throughout the relevant period Hodgdon was in overall charge 
of registrant's eran From the outset it was Hodgdon's 
philosophy that "there never developed s tradition of financial plenning 
on the part of Wall Street vis-a-vis the public." In his view, as he 
communiceted it to registrant's salesmen during training course lectures, 
an investment program should be predicated upon the concept of financial 
planning which should include smong its gosls protection against infia- 
tion through ownership of equities whether in the fore of common stocks 
or equities in real estate; diversification, in order to insure safety; 
professional supervision of investments; and the med for discipline so 
that investors would hold their investments and maintein periodic invest- 


ment plans. 


Registrant's initial approach to a potential customer would 


propose that he become a financial planning client. This would require 
that he furnish the salesman complete inforxstion regerding his financial 
condition including his life insurance and securities portfolio, his 
income, his family responsibilities end ultimate investment objectives. 


Such data was usually acquired by having the customer fill out registrant's 


8/ James L. Roper ("Roper"), the remaining respondent named in the order 
for proceeding, failed to file an answer as required ty the order end 
was in default. Accordingly, the Commission igsued on order barring 
Roper from future association with s broker or desler; Securities 
Exchange Act Release No. 7895, May 27, 1966. ; 


Registrant used the mails and means and instruments of interstate 
commerce while engaged in the offer snd sale of securities referred 


to herein. 
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“Confidential Financial Planning Worksheet". The ultimate financial 
plan was predicated on the customers' investment funds and objectives. 
The financial planning concept, as described to registrant's 
clients, contemplated that the client would follow a ratio system pur- 
suant to which he would place at least 50% of his investment funds in 
professionally managed securities, i.e., mutual funds, the top 


category. The remaining 50% would be divided between "blue chips," 


\n A 
real estate syndications !and programs for the development and operation 
i - 


of gas and oil leaseholds } all of which constituted the middle category, 
and "speculations" or "special situations" which made up the last 
category. Usually the ratio figures for the middle and last categories 
were fixed at about 40% - 10% or 30% - 20%. 10/ It was intended that 
the ratios remain flexible, depending upon the client's preferences 
and predilections in securities investments. 

Prospective salesmen were interviewed for employment by 
Hodgdon, Haight, and Carr. Most of the salesmen recruited by regis- 
trant had no previous experience in the securities field. Registrant's 
predecessor had instituted a formal basic training course which registrant 
continued. t was mandatory that salesmen attend. The course was 
given over a period of about two months, five days a week and about 
two hours each day. The purposes of the course, generally stated, 
was to acquaint salesmen with the rules governing the sales of securities 


including the statutes, rules of conduct, the rules of the NASD and 


10/ Hereafter, references to the ratio system in terms, for example, 
of 50-30-20 will refer to the various categories in the order 
described above. 
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to prepare them for the NASD examination, It also included instruction 
in norca? funds, sales techniques and, of course, the philosophy 
behind financial planning. Salesmen were paid no compensation and 
were not permitted to sell securities until they had passed the NASD 
examination. Haight taught most of the basic training course aan 
mented by an occasional lecture by Hodgdon, who made it a point to 
address every basic training course on his financial planning concept, 
by Carr and by outside talent brought in by registrant. 

Following the basic training course salesmen were offered an 
advance training course. Here the lectures were given primarily by 
persons in the registrant's firm designated as "specialists" in their 


particular field. 


With one exception 11/ the "specialists" had become such by 


| 
exhibiting, while at registrant, an interest in their respective 


fields and by extensive reading. None had actual experience in their 
fields other than that acquired through their activities at regis- 

trant. These areas included real estate, trusts, estates, wills, 
taxation, gas and oil and insurance. The I BAe course 
emphasized the tax savings to be realized from investments in real 
meen partnerships and corporations, gas and oil developments, the 
judicious use of charitable trusts and wills and, depending upon the cir- 
cumstances, the treatment of existing life insurance policies in 

order to make additional funds available for investment purposes. 


ll/ Terrence J. Smith,who had been a life insurance agent prior to 
joining registrant. : 


-10- 
The latter could be accomplished either through loans on the policies, 
the taking of cash surrender values or the modification of policies 
to reduce premium payments, presumably without loss of adequate coverage. 
Continuing training was also part of registrant's regular 
Tuesday morning sales meetings where, in addition to the discussion 
of registrant's securities business, its salesmen were exposed to 
lectures on new subject matter or on old subjects where managemert 
deemed a refresher to be in order. Management also offered to their 
salesmen the opportunity to take courses offered by outside 
institutions at registrant's expense. 
Primary attention during the salesmen's course of training 
was given to acquiring the financial planning customer. 12/ The 
salesmen were required to make at least forty cold calls each day 
and to set up at least two interviews each day with prospective 
customers. Names of prospective customers were obtained from directories, 
including those of government agencies. A "canned" presentation 
was prepared for the initial telephone contact which was directed 
sclely toward obtaining an interview. At the interview the entire 
financial planning concept was presented as a unique service. Pros- 
pective customers were informed of the availability of specialists 
in the various fields and the availability of all types of securities. 
The techniques employed here including the seeking for information 


as to the prospect's complete financial resources make it readily 


apparent that the entire procedure was designed to attract the naive 


and unsophisticated investor. 


12/ The terms "customer" and "client" are used interchangeably. 
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Moreover, certain aspects of the advice and’ instructions 


offered to registrant's salesmen by Carr and Haight during the lectures 


promulgated a fraudulent course of conduct in the offer and sale of 
securities. Carr's instruction to new salesmen, = of whom were 
completely inexperienced, that where a customer desires to cancel 
an order the salesman is to say, "sure you can cancel if you like, 
but I think it is good. In fact, I think you should have doubled 
your order" 13/ is, manifestly, a direction to preserve the sale under 
any circumstances and teaches a flagrantly improper practice. Carr's 
further instruction that customers requesting a eroereces before 
making apurchase be put off with the suggestion that they buy first 
and cance] later if they wish, is equally outside the bounds of 
fair dealing. The purpose of the prospectus is to furnish the investor 
with information which may form the basis of an investment judgment, 
not from the point of view of one who has already purchased the 
security, but unfettered by the necessity of reversing his decision 
if the prospectus does not meet his expectations. ‘Haight's teaching 
to salesmen to give only those facts necessary to close a sale, 
but not all the facts, is manifestly inconsistent with the requirements 
for full disclosure. 

Registrant extensively advertised its Einanctal planning 


concept during the relevant period through sponsorship of a news 


program over radio station WGMS in Washington, D.C: Some of its 


Carr's instruction on this subject lacks any reference to the 
nature of the security, its suitability for the customer or any 
other factor which may be pertinent to a considered investment 
judgment. 


= TS 
broadcasts stated that registrant has been sponsoring WGMS news 
five days a week. The broadcasts included references, to regis- 
trent's staff of experts; to its expertise in financial planning; 
to its vast experience in the financial field; to its men as thoroughly 
experienced in financial planning; to its trained investment analysts; 
to its research staff; and to its ability to avoid risk for its 
customers through its "clear knowledge of the present market and 
its future course." These advertisements were intended to cause 
prospective customers to believe that respondents had special skill, 
knowledge and experience in financial planning and the investment 
of securities. But each of the foregoing representations invo‘ve 
either deliberate misstatements, exaggeration or improper implications. 
"Registrant's staff of experts" and its "thoroughly experienced" 
men included salesmen who had no prior experience in the securities 


business before joining registrant and who were fresh from completion 


of their training courses. These were the same salesmen represented 


as having clear knowledge of the present market and its future 
course. Since its references to its vast experience in the financial 
field came in 1961, it was a patent exaggeration. Further, regis- 
trant admits it had no research staff. 

Other general observations regarding the sincerity of regis- 
trant's policies and instructions may be made before reaching its 
transactions with specific customers. Despite registrant's instruc- 
tions that if a customer's investment assets reach the neighborhood 


of $190.00C, recommendation should be made to him to consider employment 
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of Deemene counsel, there is no evidence that this was ever 
followed. Although it was represented to customers that “blue chip" 
securities would make up part of the middle area of their investment 
ratio, registrant was aware that the recommendation of such 
securities to clients by its salesmen was the cakes rather than 


the rule. Indeed, on January 30, 1961, Carr and Haight issued a 


memorandum to "Officers - Hodgdon & Co., Inc." entitled "Thoughts 


for Discussion" which reflects registrant's attitude toward “blue 


chip" recommendations by its salesmen. It reads, in pertinent part: 


1. Emphasis and Direction in the Individual Stock Area 


a. Listed - At present time representatives seem to 
be at a loss to recommend or to know how to go 
about finding individual listed stocks to recommend 
to clients or prospects who request them. 


It is well understood by representatives that the 
individual "blue chip" area should be handled by 
the professional management of Investment Companies 
or thru the David Babson Investment Counseling 
firm. But in initial conversations with prospects 
it is important to be able to discuss intelligently 
selected listed securities. 
We don't think a great deal of listed securities 
would be sold because 1) of low commissions and 
2) greater emphasis in other situations, but, it 
would show that we didn't have only high commission 
situations. 
Recommendation: 

Occasionally short talks at meetings telling 
what "blue chip" securities the Investment 
Companies are buying and selling or what Hodgdon 
& Co. recommends. Information for such @ meeting 
gained from Wiesenberger, etc. and more importantly 
thru personal contact with the funds. 
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Moreover, no valid reason appears for the inclusion of 
interests in gas and oil development leases in the same category with 
blue chips. Hodgdon defined a blue chip security as 4 share of a 
major corporation which has performed very well in the last five 
or ten years. Gas and oil development investments are highly specu- 
lative and unseasoned. There is little alternative to the conclusion 
that these securities 14/ were bracketed with blue chips to encourage 
the inference that they were of the same quality, especially by 
the inexperienced financial planning client who relied upon regis- 


trant for guidance. 
It is arguable whether the interests in real estate limited 
partnership syndications 15/ were speculative. However, they 


undoubtedly were unseasoned and lacked blue chip characteristics. 


Although the main thrust of registrant's appeal to customers 


was its financial planning concept, registrant made no attempt to 


supervise its financial planning accounts to assure that its regis- 

tered representatives were adhering to the ratio systems which they 

had established for their clients or were otherwise pursuing registrant's 
policies in respect of such accounts. Haight's responsibilities 

included supervision of salesmen. The extent of his supervision, how- 
ever, was to review summary worksheets he directed the men to file 

and to review order tickets., both from an activity point of view. 
Manifestly, his principal interest was to assure that the salesmen were 


working hard enough, doing enough business. He admits that registrant 


14/ Registrant was part of the selling group of the gas and o1i prograts 
it recommended. 


i5/ All such interests were new issues of which registrant was the 
underwriter. 
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had set up no machinery which would enable it to ascertain whether 
the Eisenia plans were being properly administered. Salesmen were 
required to present financial plans for review only for the first 
year after completion of the basic training course Thereafter, 
the submission for review of such plans as may have ‘involved complex 
problems was left to the salesmen's discretion. Specialists' and 
group managers' activities were unsupervised. 

Nor did Hodgdon attempt to supervise Preneta plans. His 
activities were directed primarily toward supervision of the firm's 
trading, the consideration of all offers for underwritings and the 
daily review of order tickets. 

In November 1962 registrant instituted a sales quota requiring 


| 
Salesmen to sell $18,000 in mutual funds or earn net commissions "to 


himself" of $600 per month from the sale of "high-quality," as defined 


by registrant. Memoranda were distributed by registrant containing 
lists of securities for the salesmen's consideration. The lists con- 
sisted, substantially, if not almost entirely, of securities in 
registrant's trading account. Although the sales quota memorandum 
included a supplement stating that it was not intended to cause the 
representative to feel any undue pressure and was directed prim rily 
to those who "are not working", the message was ata 

During the relevant period real estate offerings were one of 
registrant's major activities including both cere in real estate 
limited partnership syndications and real estate stocks. Between 
1960 and 1964 registrant was the underwriter or a Set ina 


Selling group of issues totalling about $21,000,000." Of that amount 
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real estate limited partnership syndications represented about 
$8,000,000 oat real estate stocks about $6,000,000. 

Because of the extensive purchases by registrant's financial 
planning and other customers of real estate syndications arising 
out of ‘salesmen's recommendations and representations as to the 
"yield" or "income" or "return" which the customer might expect to 
receive from such investments, it is advisable to consider, at this 
time,the propriety of these representations. 16/ Some of the real 
estate partnership syndications principally involved here and the 


dates of their respective prospectuses are: 


Rock Creek Forest Apartment Associated ("Rock Creek"), 
March 31, 1961 


Falls Flaza Limited Partnership ("Falls Elaza") 
March 31, 1961 


Toledo Plaza Limited Partnership ("Toledo Plaza"), 
June 15, 1961 


Cheverly Terrace Limited Partnership ("Cheverly Terrace"), 
February 8, 1962 


Westfalls Shopping Center Limited Partnership ("Westfalls"), 
July 20, 1962 17/ 


The impetus to investment in real estate is found in the 
provisions of the Internal Revenue Code permitting the use of 
accelerated depreciation on real property and the deduction of such 
depreciation in determining Federal income taxes. The prospectuses 


of the above-named syndications disclose that each proposes to take 


the advantage offered by accelerated depreciation, thus providing 


—————SS 


16/ Real estate stocks will be discussed hereafter, as the occasion 
arises. 


17/ Registrant was the underwriter of each of these issues. Other 
syndications will be discussed infra. 


a ily s 
for a substantially larger cash flow for distribution to its investors 
than would otherwise be available. 

But this cash flow is not entirely income in the accepted sense. 
Instead, it is made up, in whole or in part, of a return of capital 
which is free from Federal income taxes. The Special Study 18/ 
had occasion to distinguish between cash flow and income: 

“When the syndicetor refers to 'earnings' from 

the syndicated property, he usually means a ‘cash flow' 

available for distribution to the investors. The 

cash flow is that amount by which the gross revenues 

from the property exceed (a) expenses of operating the 

property, plus (b) amortization payments required 

under mortgages on the property. Cash flow is! not 

the same amount as the taxable net income from the 

property, because of the depreciation deduction." 

In Franchard Corporation, 19/ the Commission made the! same distinction 


in its consideration of a cash flow real estate company and its 


problems in relation to the requirement for full disclosure of the 


nature of its distribution in its prospectus. The Commission said: 


"Depreciation deductions do not represent an actual 
cash outflow. To the extent that they (and other non- 
cash tax deducti ble items) exceed mortgage amortization 
payments and other non-deductible cash expenditures, 
the company derives tax-free cash from its operations. 
If this cash is distributed to stockholders, since it 
does not represent the tax counterpart of corporate 
earnings, the distribution is not taxable income to the 
recipients but is treated as a tax-free return of 
capital. These factors accounted in large measure for 
the relatively high rates of cash distributions which 
cash flow real estate securities offered until quite 
recently. The amount in excess of actual earnings is 
not a return on investment but a return of. capital and 
in no sense to be equated to yield on investment." 


18/ Report of the Special Study of Securities Markets of the Securities 
and Exchange Commission, Part I, p. 581. : 


19/ Securities Act Release No. 4710 (July 31, 1964). 
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securities which should have been relegated to the bottom Tung of 


the financial plan ratio. 

Most of the registrant's customers who appeared as witnesses in 
this proceeding and who purchased interests in the real estate syndications 
were unsophisticated investors and were known to be such by their salesmen. 
Some had never before invested in securities or farlencaced in few securi- 
ties transactions. With few exceptions, all relied on their registered 
representatives. To the average investor and even Mn the more sophisti- 
cated ‘investor who has had no experience in real estate investments, the 
words “yield,” "income," or “return” usually connote true income, a profit 
on his investment. 22/ The Commission commented on this aspect in its 
opinion in Frenchard, supra: 

“This crucial difference between the returns | from invest- 

ments in the securities of cash flow real estate companics 

and normal corporate dividends is sometimes misunderstood 

by unwary investors.” 
The Special Study also remarked, in respect of the technical tax 


concepts" involved in real estate securities, that they “should be 


ena 
Mer 


22/ See Lese and Lee, Cash Flow; Misleading Connotations of Dividend 
Distributions, 31 Clev-Mar. L. Rev. 267, 272 (1964) where it is 
stated: "Three disclosure problems arise in conmection with cash 
flow. The first and most obvious one is that of disclosing to an 
investor who is neither an eccountant nor a lawyer that a deduction 
taken for tax perposes has given rise to a distribution which 
amounts tc a returm of capital.” 


and were Some. 


Shelteregn i 


ee 
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The representations by salesmen referred to above as to anti- 
cipated "return," "income," or "yield" 20/ were usually accompanied 
by specific percentage figures, i.e., "10% yield," and were some- 
times accompanied by the description "tax-sheltered" i.e., "10% yield, 
tax sheltered." But none of the prospectuses attempted to anticipate 
its distribution. The Rock Creek and Toledo Flaza prospectuses 
specifically disclaimed any such representations. Westfalls and Falls 
Plaza stated that distributions would be made "to the extent 
practicable." The Cheverly Terrace prospectus provides for distri- 


bution of "net distributable cash" which it then defines, using no 


figures. 21/ 


Manifestly, the prospectuses negate a reasonable basis in 


fact for the representations of yields of specific percentages or 
indeed, of any yield, whether or not tax sheltered. Hodgdon testified 
that in most instances he furnished the registered ee reeeneatien 
with a probable cash distribution figure based upon his own 
investigation of each property. But Hodgdon's testimony offers only 
general statements relating to such matters as value, good location 

of the property, his consultation with experts and the amount of 

the mortgage money the banks were willing to offer. The record is 
devoid of any concrete evidence which would support the yield repre- 
sentations. Rather, Hodgdon's testimony appears to have been 


intended as a defense to the Division's charge that the real estate 


syndication interests purchased by registrant's clients were speculative 
a 
20/ To avoid repetition the word "yield" may be used at this point 
in the initial decision to represent either of the three terms. 


21/ During the relevant period all distributions by the aforementioned 
syndications constituted a return or capital in whole or in part. 
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.22/ See Lese and Lee, Cash Flow; Misleading Connotations of Dividend 
Distributions, 31 Clev-Mar. L. Rev. 267, 272 (1964) where it is 
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amounts to a return of capital." 
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clearly understood by the real estate security buyer, but often are 


not."* 23/ 

It follows that the aforesaid representations of “yield” were 
unwarranted even if "yield" were deemed synonymous with "“distribu- 
tion." Moreover, the ordinary meaning of the words "yield," 

“3ncome, and "return't denote a profit on investment, a taxable net 
income, “the counterpart of corporate earnings" and does not 
encompass a return of capital. Except, therefore, in the few 
instances where a sophisticated investor was made to understand 

that the yield would include a return of capital, the representations 
constituted misstatements, 

Where so complex an investment is involved, it is the 
registered representative's responsibility, consistent with the 
obligation of full disclosure and fair dealing, to be certain that 
the customer is fully aware that the return on his investment will 
constitute a return of capital. 24/ 
ee 
23/ At p. 581. 

24/ “To enable investors to appraise the real nature and the long 
run viability of those apparently generous returns (from cash 


flow real estate companies) a complex of circumstances must be 
brought to their attention lucidly and forcefully." Franchard 


Corporation, supra, p. 27. 
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Financisl Plenning end Other Accouneen 
Adam 


Dr. G.Y.G. is an anesthesiologist “oe oe 35 years of 
age and unmarried when she opened her account with registrant in or 
about August 1960. She came to Adam with a Sortie of securities 
listed on the NYSE and valued at slightly less than $30,000 which 
she had obtained from a trust established by her parents. She 
also owned a fully paid $40,000 life rae oe and $7,000 
in cash. She informed Adam that her income = about $14,000 per 
year, that she had a dependent mother who night become disabled 
and that her investment objective was to acquire sufficient funds 
and income for ultimate retirement. 

G.Y.G. had no experience as an sawectes in securities. 
She relied on Adam and followed his eens Adam's note 
to Hodgdon furnishing a list of his discretionary accounts stated, 
in reference to G.Y.G.: "Account is set up in this manner due to 
complete lack of knowledge of investments and Financial Planning." 
Adam testified that G.Y.G. relied on him for recommendations. 

Adam's original financial plan for G.Y.6. dated August 26, 
1960, fixed a 60-30-10 ratio. It is pertinent. that the 10% ratio 
figure for speculations was accompanied by Paciccomeere "This figure 


not to be exceeded as capital once lost is difficult to regain 


under today's confiscatory tax rates (10% = 7500)." The finan- 
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25/ 
cial plen cecommended cashing of the $40,000 annuity, the 


immediate sale of securities valued at $8,400 out of G.Y.C.'s 

portfolio and ithe retention of the balence of about $21,000 

in securities: The proceeds of the snnuity and of the $8,400 in secur- 

ities to be seer were to be invested as follows: $35,009 in two 

mutuel pera $5,000 in two units of a real estete syndica- 

tion. The belance of the proceeds, something under $10,000, was 

to be retained for future real estate syndication investments. 
Shortly efter the financial plan was prepared Adam ascer- 

tained that G.Y.G.'s income was nesrer to $20,000 per yesr then 

the $14,000 amount appesring in that document. He also leserned 

that her mother was not then a dependent although she wes ill and 

might become the subject of G.Y.G.'s support. After discussion 

with Haight, Adam changed her investment ratio to 50-20-30 thereby 

incressing the so-called speculative ares of her financial plan 

by 2CZ snd decreasing the mutusl fund end blue chip ereas eaeh by 

10%. Adem described this modificetion as a change to a more aggres- 

sive investment prcgrem predicated upon the new information. But 

G.Y.G.‘s stated objectives, her expressed desire for a substantial 


degree of ssfety in investments to assure adequste funds for her 


25/ Prior thereto Adem had discussed G.Y.G.'s annuity with regie- 
trent's insurance specialist who advised that course of action. 


26/ The finencial plan included, among other things, a recommende- 


tion thet G.Y.G. invest $100 per month in each of the sutus! 
funds. She followed this recomsmendetion more or less religiously. 
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ultimate goal, taken together with his own admonition ageinst increas- 
ing speculations beyond 10%, hardly justify such drastic emphesis on 


speculations. 


On September 23, 1960 G.Y.G. paid into her éccount with regis- 


trant spproximsetely $37,000 representing the proceeds of her insurance 
annuity. $5,000 of these funds were used to purchase two units of 
Rock Creek. Registrant's insurance specialist hed stressed in his 
training lectures that the proceeds of cashed insvrence policies or 
loens made on insurance policies should be invested only in mutual 
funds under professionsl management, "* * * not in vhimseys. It is 
not speculative or venture capitel." Nevertheless, Adem recommended 
the investment of part of the proceeds of insurance in securities 
other then mutual funds. | 

Between November 1960 and February 3, 1961, in three transsc- 
tions, registrant sold out of G.¥.G.'s original portfolio over $12,000 
in securities or about $4,000 more than the $8,400 recommended for 
immediate sale in the financial plan. $11,000 of chese proceeds were 
used for the purchase, pursuant to Adsm's recommendstion, of 2,000 
shares of the stock of Paragon Electrical Menufecturing Corporetion, 
& purported private placement. Adam agrees these securities were 8 
rank speculetion. Haight states that in making this recommendation and 
purchase Adam failed to follow G.Y.G.'s plan. In april 1961, about 


$14,000 of G.Y.G.'s original portfolio of securities was sold. Manifestly, 


Adem disregsrded his own financial plan for G.Y.G. since about 70% of 
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the securities to be "held" were sold within a ad months after 
those designseted in the plan for immediate ad In the seme 
month, after G.Y.G. had rejected an investment in Lord of the Flies, 
& motion picture production and a highly speculative security, as 
too risky for her, she purchased six units in the production for 
$3,000-on Adam's recommendation. 

G.Y.G. invested over $16,000 in real estate De eed 
G.Y.G. did Dot understand Adam's explanations of the distinction 
between income and the return of cspital, as Adam should have recog- 
nized. She was aware only that the income tax to be paid on distri- 
butions from her real estete investments would be less than the tex 
payable on returns realized from other types of securities. Her 
inability to comprehend these matters becomes material in respect of 
4dam's analyses of her account dated Januery 24, 1963 and March 17, 
1964. These documents designated as "estimated income" Adam's pro- 
jection of future distributions, which included the return of cepitel, 
from six real estate syndication investments. Despite reductions in 


the distributions from G.Y.G.'s syndication investments, Adem valued 


each such investment at cost. Further, the January 24, 1963 enelysis 


showed losses ‘in the speculative ratio erea of $4,893. But that figure 
Beacham re ata a a ce I AR IO 


27/ Adam attempts to defend the April 1961 sale of 100 shares of Ameri- 

~~ gan Smelting & Refining Co. stock through testimony relating to 4 
telephone conversation with G.Y.G.'s father, a former employee of 
American Smelting, who advised that he saw no reason for a turn 
around in the company's poor earnings record and could not disagree 
with Adam's decision to seil that stock. However, this is incon- 
sistent with Adam's retention of an additional 100 shares of the 
same stock in G.Y.G.'s account until January, 1962. 


This includes the purchase of one unit of Toledo Plaza from her 


mother for $2,500 in 1962 or Adam's recommendation. This trans- 
action does not appear on registrant's hooks. 
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totally ignored Cnicieeicotey loss of her $11,000 Paragon invest- 
ment which registrant edvised, in December 1962, she could write off 
completely for tax purposes. At the end of the analysis which showed 
both cost and current value of G.Y.G.'s securities et about $61,000 
without regard to the Faragon and other losses, Adem commented: 


"Georgians, you must be congratulated on the overall performence to 


date." In the letter accompanying his March 17, 1964 enelysis which 


skewed total cost of securities of $65,700 and total value of $72,000 
(with Paragon loss still omitted and real estate a neacions still 
velued at cost) Adam wrote: "Georgiana, during es 5 to 10 yeers 
your net worth could easily smount to $120,000 rien xe" 

During the relevant period G.Y.G. sold over $32,000 of the securi- 
ties she owned on opening her acccunt with Se ae She invested, 
Sore to Adam's recommendetions, approximately $50,000 in securi- 
ce Except for three minor purchases totel ling about $2,500, each 
security purchased by C.Y.G. was an issue of hich cegisenne was either 
the underwriter, co-underwriter, member of the selling group or which the 
registrant sold out of its trading account, as principel. This factor 
takes on special significance in the light of the complete absence of 
any blue chip acquisitions by G.Y.G. and the fact thet the commissions 
charged customers and earned by doth registrant end the salesmen sre 


higher on underwritings end principal transactions than on trensactions 


in either listed or over-the-counter securities on an agency basis. 


297 This does not include over $29,000 in mutual funds or $12,500 in 
& gas and oil program. Adam had described gas and oil units to 
G.Y.G. as low risk investments. 
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C.A.S. is a naval officer for whom Adem prepared a financial 
plan on December 2, 1960. He had a portfolio of securities valued 
at about $113,000, $68,000 of which consisted of investments in two 
mutual funds. His original investment objective was to accumulete 
copitel gsins. The financial plan fixed a 60-30-10 ratio and stated 
thet “Special situations and speculations should be kept to a minimum 
of 10% because of the large degree of risk involved." Early in 1961 
C.A.S. had sn indication that if he did not receive e promotion he 
would be required to retire. He decided that his objective should 


be changed and his investments directed toward the production of income. 


C.A.S. had engaged in securities transactions before he came 
to registrant and had an account with another broker-dealer at the 
same time he maintained the account with registrant. Nevertheless, 
he was not knowledgeable or sophisticated in the securities field, 
could not distinguish between a principal and agency transaction and 
did not know the difference between a return of capital and a 
return based upon profits. He testified that he followed the vast 
majority, if not all, of Adam's recommendations and depended entirely 
on Adam to advise him with respect to the purchase and sale of 
securities. The Hearing Examiner credits his testimony. 

C.A.S. invested about $11,000 in units of Capital Properties, 
Inc. a real estate company. Each $1,000 unit consisted of a $1,000 


93% debenture and 20 shares of common stock. The issue was underwritten 


by registrant. Adem represented to C.A.S. that the stock attached to 
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the bond units would be worth more than the bonds themselves in the 


very near future. The prospectus indicates that the issuer allocated 


only $20 of the proceeds of the sale of each unit to the payment of 


the 20 shares of common stock. | 

The Division asserts that Capital Properties was a new small 
company, the security was unconventional, entailed high risk and, 
therefore, was unseesoned and speculative. Respondents state that 

the security was unseasoned, thst the issuer wes engeged in a relatively 


unconventional operation snd its debentures involved e higher degree 


of risk than would have been the case in respect of senior debt securi- 
ties of larger companies. Adem testified thet the 98 interest rate 
on the debentures was indicative of high risk when compared with the 
5% or 6% rate offered by other debentures. It is epparent thet if the 
issuer had not been engaged in real estate ectivities the security 
would be deemed to fall within the speculative ratte erea. 

Upon Adam's recommendations C.A.S. purchased 880 shares of 
Wise Homes in four separate transactions at prices ranging downward 
from 23% to 4: between February 1961 and November 1961. Registrant 
acted as principal in all these transactions. In October 1961 C.A.S. 
purchased 200 shares of Wise Homes at 5-3/4. In Novenber 1$61 he 
purchased 265 additional shares at 44. On the sane day in November 


1961 Adam advised G.Y.G. to sell her Wise Homes stock Since he had 


received adverse information regarding the company. | Adam's statement 
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that he was everaging down for C.A.S. deserves short shrift since 

he fails to explain why one would average down in a stock whose 
prospects were poor even at the lower price. Nor, for the same 
reason, would his Pe tenstrcn that it wes bought so that higher cost 
Wise Homes shares could be sold for a tax loss, be oe 

.C.A.S. invested in three real estate syndications, $3,000 in 
Falls Flaza, $7,500 in Toledo Plaza and $13,500 in Cheverly Terrace. 
As to each such investment Adam represented to C.A.S. that he would 
receive s high rate of income -- in two instances 10% -- that there 
was e tex shelter and that in about 5 years the property could be 
sold at a substantisl capital gain. It is apparent from the testimony 
of C.A.S. regarding Adam's explanation of real estsete syndication 
investments that he had no clear understanding that part of the income 


to which Adam referred would be a return of cspital. 


In a letter to C.A.S. dated September 18, 1962, Adam stated 


that all income from real estate is estimated to be tax free and 
non-reportable during the next several years. Further, in Adam's 
"Investment Summary" of May 24, 1963 which he furnished to C.A.S., 
Adam used cost as value in respect of C.A.S.'s real estate syndication 
investments without making any effort to ascertain the prices, 


SSS 


30/ A1L C.A.S.' Wise Homes stock was eventually sold during the 
relevant period, the last 465 shares et $.05 per share. His trans- 
ections in Wise Homes stock resulted in ea totel loss of $10,800. 
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31/ 
if any, available at that time. 


It is also relevant that the proceeds of Certain C.A.S.'s 
life insurance policies were invested in real estate syndications 
rather than mutual funds, contrary to registrant's is. Although 
Adam testified that C.A.S. suggested such use of the proceeds, the 
record is devoid of any attempt by Adam to deter C.4.S. 

During the relevant period C.A.S. sold about $50,000 of his 
original portfolio securities. He purchased, upon Adam’ s recommenda- 
tions, about $72,000 of securities and sold sbout $22,000 of those. 
About $44,000 of the $50,000 in securities he retained represented 
new issues of which registrant was the underwriter or securities sold 


by registrant out of its trading account eas principal. Of the $22,000 


in securities purchased and sold during the relevant period, over 


$14,000 of those purchases represented securities sold by registrant 


as principal. 


31/ Although registrant did not make s market in these securities, it 
did attempt to dispose of them where purchasers could be obtsined 
and to that extent msintsined a record of sales and purchases in 
each of the syndications of which it was the underwriter. 


Carr 

G.C.A. hes known Carr over 25 years and became Carr's client 
in 1958. He is e general officer in the U. S. Marine Corps and an 
attorney. 

The objectives of G.C.A.'s original financial plan were to 
provide an income for his wife for life and funds for the college 
educstion of his two sons. However, late in 1960 he suffered sub- 
stentisl business losses and changed his investment policy in an 
attempt to achieve greater returns to offset his losses. Although 
G.C.A. had investment experience prior to opening his account 
with registrent and decided the direction of his investments, he 
relied on Carr to keep him informed es to what was available in the 


securities market for his purpose. Prior to the relevant period he 


hed given Carr discretionsry authority over his account. 


Apart from mutual funds, Carr's purchase recommendstions 
during the relevant period reveal his inordinate concentration on 
securities of which registrant was the underwriter. In 20 separate 
purchese transactions by G.C.A. amounting to over $33,500, only four 
purchases totalling about $4,000 represented securities not under- 


written by registrant. 


H.C.F. opened en account with registrant through Carr in the 
fall of 1961. He was en officer in the srmed forces stationed in 
Korea end hed been recommended to Carr by a brother officer. Until 


the late summer or fall of 1962, when he returned to the United States, 
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all his communications with Cerr were through the meils. 
Between October 1961 and March 1962 Carr sold ten of H.C.F.'s 


original portfolio securities for about $7,700. In that period 


Carr invested $1,000 in a mutual fund, $1,000 in 2 real estate invest- 


ment trust and ebout $4,700 in five speculative securities. Except 
for the $1,000 mutual fund investment end one security purchased for 


$850, every acquisition by Carr for H.C.F.'s account was a security 
| 
of a new issue of which registrant was the underwriter. 


Kibler 

D.B.S. has been a widow since 1947. She was 70 years 
Old when she testified in 1966. She had her first transaction 
with Kibler in August 1962 when she telephoned him to purchase 
8 security. Thereafter, in October 1962, she conferred with 
Kibler regarding financial planning after furnishing him a 
finencial planning worksheet. 

D.B.S. had no dependents, no one to whom she desired 
to leave her estate, a portfolio consisting largely of seasoned, 
listed securities having a value of over $35,000 and an annual 
income from securities of about $1700 - $1900. Her investment 
objective wes to obtain a larger income and safety. A summary 
of the conference, prepared by Kibler on October 30, 1962, 
reflected the objectives of D.B.S. to include "increase quality 
of portfolio through elimination of weaker issues" and “increase 
dividend income." 

Here, the client's objective for "increase(d) dividend 
income" was achieved through the initiation of a systematic 
withdrawal plan from her mutual fund investment, clearly a 
return of capitel, and from distributions from her reel estete 
investments, similarly a return of capital in large part. 


But D.B.S. testified that she understood that her mutuel fund 


shares would be reduced by her withdrawals. Although she could 


not define the difference between a return based on profits 


and a return of capital, she testified she Sr erercon when Kibler 
represented to her that Richmond Motor Lodge Associates ("Richmond") 
and Castaway Motor Lodge oer yield ten 7% and 9%, 
tax sheltered and First National Real Estate Trust ("ENR") would pay 


between 7% and 9%, that some of these monies included a return of 


capital. 


D.B.S.' testimony in this respect was surrounded with an 


atmosphere of uncertainty. Nevertheless it agrees with and supports 
Kibler's purpose to acquire more "spendable dollars" for D.B.S. 


33/ 
without regard to true income. 


But .the foregoing in no way detracts from the implications 
to be drawn from the fact that during the relevant period D.B.S. 
sold sbout $25,000 of the securities she owned mhenlsbhe came to 
Kibler. She purchased over $30,400 in securities, upon Kibler's 
recommendations, of which sum almost $30,000 represented new issues 
of which registrant was the underwriter and securities sold out of 


registrant's trading sccount, ss principsl. 


Both real estate limited partnership syndications. 

"Q, ‘And is my understanding correct that your prime objective 
when you went to Mr. Kibler was to get more spendable dollars 
from the securities you had in your portfolio? 


A. Yes sir.'" 
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Kibler acquired K.F.J. as a client through a cold call. 
He obtained a financisl planning worksheet from K.F.J. and held 
at least two meetings with him, one attended by his wife. K.F.J.'s 


objective was to achieve the best possible return for his retirement. 


K.F.J. and his wife earned about $16,000 annually. He had 


$6,800 in cash, $7,000 in Government bonds and a portfolio valued at 


about $18,000, of which about $15,000 represented securities listed 
on the NYSE, The financial plan prepared by Kibler on April 5, 

1962 recommended investment of 31% of K.F.J."s investment capital in 
mutual funds, "17% in federally regulated real estate trust shares," 
32% in blue chips and 20% in "special situations," here synonymous 
with speculations. However, after the last meeting with K.F.J. and 
his wife, Kibler concluded that the 20% figure for speculations was 
too extreme for his clients and reduced it to 10%. 

K.F.J. was not a sophisticated investor. He had dealt with 
one broker-dealer prior to registrant. He did not know the dif- 
ference between an agency and a principal transaction. He could not 
distinguish between a return of capital and a return based on profits. 
He “struggled mightily" with prospectuses but, apparently, in vain. 
He followed Kibler's recommendations. 

Kibler represented to K.F.J. in respect of his purchase of 
Westfalls that he could expect something between a 7% and 9% return; 
in respect of Richmond, that there would be a return of 7% to 9% 
which would be tax sheltered; in respect of Kent-Washington, a 


corporation engaged in real estate activities, in substance, that it 


- 35- 


provided a tax sheltered income. 

During the relevant period all K.F.J.'s original portfolio 
securities were. sold, and he made purchases of securities totalling 
about ae to Kibler's recommendations. Between 
May 1962, when he opened his account with registrant, and Septen- 
ber 1963, K.F.J.'s purchases totalled $25,500. Bvexy security 


was either a new issue of which registrant was the underwriter or 


a security sold by registrant out of its trading account as prin- 


cipsl. On April 29, 1964 K.F.J. purchased four blue chip securi- 


ties for a total of about $8,200. 


34/ Including about $10,000 in mutual funds. 


Kitein 

D.G.Y. is a housewife who met Kitain when both Kitain and her 
husband were in the foreign service. They had a number of discus- 
sions during which Kitein learned that D.G.Y. and her husband owned 
property in Vermont which they wished to develop into a resort. She 
told Kitain that she had inherited a portfolio of securities, 
was interested in a program which offered liquidity and would be 
sensative to their needs in developing the Vermont resort. 

Kitain agrees he was informed that D.G.Y. had no experience 
in the securities field, knew very little about stocks and found 
things difficult when she was overseas with her husband on his 
assignments.  Kitain also agrees that D.G.Y. accepted all his 
recommendations. 

D.G.Y. furnished Kitain with a list of her securi- 
ties consisting largely, if not entirely, of high grade listed 
Se ar analyzed the portfolio,determined that some of the 
securities were "doubtful" and that the problem of the management 
cf her investments could best be solved by putting the bulk of them 
into mutual funds. He split the securities into three groups -- 
those for immediate liquidation amounting to about $30,000 in value, 


those for sale in the medium future and those to be held. 


——— 


35/ The Division values the portfolio at $90,000 to $100,000 
to which respondents do not object. 
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Kitain presented a plan to D.G.Y. whereby the proceeds of 


the stocks for immediate liquidation would be utilized to accomplish 


the following: 
36/ 
1) Invest $25,000 in the Aberdeen Fund, a mutual fund. 

Since $25,000 was above the "breakpoint", D.G.Y. 

would be entitled to a reduction of 12-0f the cost 

of the purchase. 

Invest $5,000 in the Putnam Growth Mutual Fund, at 

the same time signing a letter of intent to increase 

her investment above the breakpoint thus entitling 

her to a 1% reduction in the cost of the Putnen 

purchase. | 

Withdraw 90% of the Aberdeen investment and invest 

the proceeds of the withdrawal in ree 

Sell part of the securities: in the medium range future 

category within one year and replace the withdrawal 

from Aberdeen to maintain her right to the reduced 

cost of the Aberdeen investment. 

Steps 1 through 3 were accomplished. Registrant realized 

commissions of 6% on the initial $25,000 Aberdeen investment, the 
$5,000 Putnam investment and the $20,000 Putnam investment resulting 


37/ 
from the withdrawal from Aberdeen. Kitain's commissions on these 


transactions auounted to about $1,500. 


36/ Hodgdon had an indirect interest in Aberdeen Fund 
which was one of the mutual funds recommended consistently by 
registrant's salesmen. 


37/ D.G.Y. became disenchanted with mutual funds and did not replace 
the withdrawal from Aberdeen. 


- JA 167 - 
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The sale of D.G.Y."’s securities to enter into the mutual 
funds transections resulted in capital gsins of about $15,000 and 
e capitel gains tax of about nec The consternstion this 
unanticipated tax caused D.G.Y. raises considerable doubt that she 
would have consented to go forward with the sale of her securities 
had Kitain not agreed that the resulting capital gains tax could 
be offset. Moreover, registrant had a firm policy ageinst switching 
mutual funds. Although Kitain protests that the policy did not apply 


to this situation, it is significant that he did not advise regis- 


trent's mansgement of the transactions. 


In June 1961 Kitain purchased for D.G.Y. 4 units of Toledo 
. 39/ 
Plaza for $10,000. Since this security was not readily marketable, 


38/ D.G.Y. attempted to offset these capitel gains against certain 
expenses connected with the construction program of the Vermont 
resort. She had indiceted her intent to do so to Kitain when 
they first considered the sale of her portfolio securities and 
anticipated that capital gains would be reslized. Kitain sgreed 
that such 4 course would be appropriate. He was not s tax expert 
end should not have spproved or agreed to it. Internal Revenue 
disellcwed the offset. The fact thst an accountant prepared the 
client's tax return does not excuse Kitain on whom D.G.Y. relied. 


The cover page of the Toledo Plaza prospectus ststed there was 
no market for the units and it is probable thst the only market 
would be through registrant or its co-underwriter. The prespec- 
tuses of all the syndications mentioned above contain statements 
indicating that the units were not readily marketable. 


its purchase was contrary to D.G.Y.'s objective of liquidity. 


D.G.Y. testified Kitein told her, in a telephone conversation, — 

that Toledo Plaza had a guaranteed 10% income which was tax sheltered 
and although not as liquid as stocks, would Reverciniese be market- 
able. Kitsin also recommended that D.G.Y. borrow the funds with 
which to purchase the units. He had advised her, eerlier, that a 
loan would cost 6% and with it she could acquire os investment pro- 
ducing a 10% income thus profiting to the extent of a7. 

Kitsin denies that he told D.G.Y. that Toledo hed a guaranteed 
income of 10%. He asserts he said that the real estate syndication 
would have cash flow and tax shelter in excess of the amount she 
would pay as interest on her loan. D.G.Y.'s testimony is credited. 
However, even if Kitain's testimony were accepted, his woos of 
interest on a loan with a return of capital was unjustified. 
“Spendable dollars" was not this client's objective. 


Between February 17, 1961 and February 24, 1961 D.G.Y. sold 


over $36,000 of her original portfolio securities. | 


A.H.R., 8 foreign service officer, has been Kitain's close 
friend since 1952. He became Kitain's client in 1959. 
Although he furnished Kitain with the ususl finenciel plenning 
weet: Kitain did not indicate a ratio of investments to be 
40/ In May 1961 D.G.Y. end her husband were stationed in Quebec. She 


gave Kitain written discretionary authority to: ect for her in securi- 
ties transections. 
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followed. A.H.R.'s ceetinony discloses that he made his own invest- 
ment decisions or made them jointly with Kitain. He found it 
difficult to determine at which point he was taking Kitain's advice. 
He rejected Kitsin’s constant recommendetions for greater invest- 
ments in mutusl funds, preferring to choose his own time. 

In his originsl discussion with Kitain he indicated his 
desire to plan for the educstion of his three smell children and 
for his retirement. He displayed an interest in absolutely safe 
growth stocks and blue chips. But he had had some success with 
the stock of Jonkers Business Machine, 8 speculative security, and 
wes eager for similar opportunities. He noted thet the original 
backers of Jonkers hed made 6 much greater profit than those who 
came in later, presumably on the public offering. 

Registrant's insurance specialist recommended to A.H.R. that 
certain of his life insurence policies be converted to achieve 
reduced premiums end the release of cash surrender value for invest- 
ment purposes, without reducing coverage. It was also suggested that 
A.H.R. might borrow against his insurance and that, in accordance 


with registrant's policy, A.H.R. invest the proceeds of such conver- 


sion or borrowing in mutual funds. Although A.H.R. did not take the 


steps recommended by the specialist in respect of his insurance, he 
did convert one policy which made availeble about $2,000 and borrowed 


about $3,000 on e second policy. Kitain was fully eware of the 


source of these funds and edmits that he made recommendations for 


their use which A.H.R. followed and which included the purchase 


of two securities which were unseasoned and speculetive. 

On six occasions through May 1962 Kitsin used A.H.R.'s 
account for his personal purcheses of securities. The first four 
purchases were msde together by Kitain and A.H.R. leach owning one- 
half the number of shares charged to A.H.R.'s secount. The last 
two purchases were exclusively Kitsin's. ALH.R.'s account wes used 
for these transactions with his knowledge and consent. He testified 
that Kitsin told him he used 4.H.R.'s account AR Hodedon objected 
to the purchase of certain securities by selesnen or because the 
Commission would not approve. Kitsain testified thet Hodedon specificaliy 
prohibited salesmen from purchasing one security of which registrent 
was part of the selling group and rejected Kitain''s personel request 
to be eecentea In his prehearing testimony on uly 14, 1965, Kitain 
admitted there was a prohibition by registrant sgeinst the use of 
customers’ sccounts, as nominee, by sslesmen. The Hearing Examiner 
accepts this testimony over Kitain's testimony et the hearing thst he 
cannot recell any specific written or oral stetenent on the subject. 

A.H.R. went overseas in June 1962 oe pare Kitsin written dis- 
cretionary authority over his account. In December 1962 Kitain pur- 
chased 100 shares of Van Psk. The transaction Reneored in A.H.R.'s 


account. Upon receiving his statement from registrant,A.H.R. protested 
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vigorously ageinst the purchase of that security. In response, 
Kitain advised him that the purchase was not for A.H.R.'s account, 
thet Kitein had to execute a sale for another customer to establish 
@ tex loss end hed utilized A.H.R.‘s eccount rather than his own 
ecoeee he “was suffering from a cese of the 'shorts'." 

At the end of 1959 A.L.A. was recommended to Kitain by A.H.R., 
her son-in-law. She met with Kitain in December 1959 and again, 
together with her husband, in January 1960. She edvised Kitain that 
she had e married dependent son who had a family, that she wanted to 
meintein her income st its current level (of sbout $5.000) or, if 
possible, to realize a little more, and thet she was interested in 
growth. Although A.L.A.'s financial planning worksheet offered little 
information, she told Kitain that her financial resources consisted 
of ebout $76,000 in s trust fund, $50,000 in savings and loan institu- 
tions, $10,000 in Government bonds and about $28,000 in securities. 
Althoush virtually all the securities were listed and high grade, 
Kitain assured her that he could do better and would invest in such a 
wey as to give her a better income, growth and soefety. 

Kitsin established s financial planning ratio of 50% - 30% - 
20%. After learning more about A.L.A. he reduced the letter figure to 
10%. A.L.A.'s' first transaction with Kitain was in mutual funds. 
Kitsin recommended the investment of a larger sum but A.L.A., who "was 


not too enthused about mutus! funds," epreed to invest $15,000 in 


Aberdeen. On Kitsin's recommendation A.L.A. instituted a plan pursuant 


to which she withdrew $125 every three months from her Aberdeen investment. 


Ase 


A.L.A. testified Kitain stated to her thet the interest and 
dividends to be reinvested in her Aberdeen accounts would cover the 
emount of her withdrawals. It is evident from the difficulty Kitsein 
displayed in answering questions which ant to establish whether 
he advised A.L.A. that et least part of her eichcrewel from Aberdeen 
would constitute a return of capital, that he Eeiled to do so. This 
conclusion is supported by A.L.A.'s Caoeeliacion of the withdrawals 
when she realized that she was using her principal. 


| 
Pursuant to Kitein's recommendations A.L.A. invested $10,000 


in Rock Creek, $5,000 in Toledo Plaza and $10,000 in the 6%% cumule- 


tive convertible preferred stock of Apache Realty Corp. Registrant 
was part of the Apsche selling group. Apache was @ real estate com- 
psny which had been organized less than a year before the public 

_ offering. Respondents sgree that after deduction of depreciation 
and other expenses, Apache would have no earnings and that dividends 
psid on the preferred stock would constitutes pocen of capital. 

In recommending the real estate syndications to A.L.A., 
Kitsin told her that the units were not eondety eokerebte and thst 
she would have to hold them for about eight years. She also testified 
that Kitain represented to her that Rock Creek would give. her a tex 
sheltered income of 8%. Kitain testified he told her Rock Creek 
would return from 72% to 9%. A.L.A. received the prospectus and read 
| 


it but relied mostly on what Kitain said. On purchasing Toledo Fleza, 


A.L.A. testified Kitain told her it was es better investment than 


a flac 


41/ 
Rock Creek-since it would yield 9%, was tax sheltered and safe. 


Kitein testified that he fully explained return of capital 


distributions to A.L.A. at their first meeting and arain when she 
42/ 
purchased Rock Creek. But that explenation, quoted below, offers 


little in furtherance of Kitein's position. It says, in effect, 

thet it's better to receive the return of your own capital, tax free, 
than to reslize e texable profit. Thet on cross-examination A.L.A. 
could not say that the words “income” or "yield" were used, doesnot 
aid Kitain where the matter is so complex that even sophisticated 
investors ere unsble to fully comprehend the intricacies of such 
investments. And even if Kitain hed properly advised A.L.A. that all 
or part of the Rock Creek and Toledo distributions would include ea 


return of capitel, it is impessible to reconcile these recommendations 
Be ee ee Ee 


Her testimony demonstrates her confused understanding of “tax 
shelter": 


“It was a tax sheltered income and after this was diminished the 
owner as a rule would sell the building and then I would get my 
money plus whatever it would sell for back." 


"It was explained to me. I could not explain it to you, but every 
year, instead of an interest payment I would have a certain amount 
of deductions from my income tax." 


Here Kitain testified he explained to A.L.A. that "from the point 
of view of an investor, a tax free at the time of payment return 
would be'a better return than the same number of dollars if they 
came as fully taxable income." 
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with A.L.A.'s income objective, especially Binee A.L.A. made with- 
drawals from her savings and loan accounts to oianiss these syndica- 
tions and Apache Realty, thus sacrificing true eon 

In inducing A.L.A. to purchese the stock of Wise Homes, 
Kitain told her that it was better then Jim Welters, enother company 
in the shell home industry, the price of whose stock hed risen 
substentially. A.L.A. also testified, and Kétein does not deny, 
that when the price of the Wise Homes stock went down and A.LLA. 


called Kitsin to inquire what was wrong, he replied that they wanted 


the stock to go down because they wanted to put all their people into 


this stock. 


Between April and November 1960 A,L.A. sold about $11,500 


of her original portfolio securities. From april 1960 through 
November 1961 A.L.A. purchased about hoe te securities other 
than mutual funds. It is pertinent that of this total about $28,800 
or Boer 83% represented the purchase of new issues in which registrant 


| 
was the underwriter or part of the selling group or securities sold 


by registrant out of its trading account as principal. 


43/ This includes four securities which A.L.A. purchased for a total 
of $1,750 and sold. 


Haight 


F.E.T. is an unmarried woman who was sbout 67 years of 
age in 1960. During a meeting with F.E.T. in July or August 1960 
Height learned that she had no dependents, she was employed by the 
Navy st a salery of about $8700, was due for retirement, uncertain 
of her income and desired to increase it. She owned $2500 in 
U. S. Government bonds, $18,000 in savings and loan deposits and 
8 portfolio of securities valued at about $61,000. With the excep- 
tion of se mutual fund stock and one unlisted stock, all E.E.T.'s 
securities were listed on the NYSE end virtually all were dividend 
psying. 

Undoubtedly F.E.T. was an-experienced investor having 
been active in the securities field since the 1920's. It is also 
plein, however, that she considered Haight trustworthy, believed 
she could rely on him and pleced substantial weight on his recon- 
mendstions. She nemed him co-trustee of two charitable trusts she 
created et his suggestion. 

Those securities sold from her original portfolio were 
“sold either upon her own choice or upon Haight'’s recommendstion 
with her considered agreement. The sreas for concern, however, sre 


the purchases rather than the sales. It has been stipuleted that all 


purchases in F.E.T.'s sccount were made pursuent to Haight's recom- 


mendetions. 
F.E.T.'s account, under Haight's guidance, must be consid- 


ered in the light of Haight's financisel plen for F.E.T. dated August 
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1960 in which he established a ratio of 50% in mutual funds, 35% 


in blue chip, real estate and individual aecariviee and 15% in 
speculations. The plen included a chart representing F.E.T.'s 
“completed investment progres efter adoption of present Aa 
future recommendations" in which the 35% or midate bracket is 
presented es including investments in electronics, utilities, 
chemicals, real estate and ges and oil. 

In persuading F.E.T. to purchase real estate syndicetions 
Haight admittedly represented to her thet he hoped for returns of 
about 7% to 9% from Rock Creek and that Cheverly Terrace could 
return 7% to 92. | 

At the end of the relevant peniod F-E.T. had securities 
which were purchased for a total of about sae An additional 
amount of $7,100 in securities, mostly "wild speculations," were 
purchased during the relevant period and sold to establish tax losses. 
All but about $700 of the $60,000 total represented purchases of new 
issues of which registrant was underwriter or sales by registrent 
out of its trading sccount as principal. In view of F.E.T.'s objective 
to increase her income, it should be noted that $44,000 were invested 
in real estate securities, the distributions from all of which consisted 
in whole or substantially part of a return of capital and about $10,000 
in speculations. Moreover, F.E.T.'s purchases include none of the 


44/ Exclusive of $12,000 invested in Aberdeen. 
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investments in electronics, utilities or chemicals referred to 


in Hsight's financial plan for F.E.T. 


G.M.B. hed her first meeting with Haight et her home in 
the fell of 1962, She was interested in the Richmond resl estate 
syndicetion and purchased 10 units for e tote) of $10,000 at that 
meeting. Haight’ told her that, hopefully, Richmond would return 
ebout 13%. 

Although urged to do so, G.M.B. did not furnish Haight 
information regarding her resources until about March of 1963 
when she informed him that she had a portfolio of substantial, 
high quality securities valued at $36,500 together with $45,000 
in U. S. Treasury notes and industrial bonds amounting to $21,000. 

One of G.M.B.'s principal objectives was to increase her income from 
investments. 

In Merch 1963 Height prepared a financial plen for G.M.B. 
which established ea ratio of 50% - 40% - 10%. The plan noted thet 
her income from investments for 1962 had been $3100. In early April 
1963, at a meeting with G.M.B. Haight varied the ratio to 30% - 40% 
in mutual funds, 30% in blue chip securities and 307% in “real estate." 

Prior thereto and in March eee Haight’s recommendation, 


G.M.B. purchssed 1 unit of Falls Plaza for $1050, 2 units of Cheverly 


Terrace for $5670 and 1 unit of Toledo Pleza for $2500, all resales 


a 


45/ G.M.B.*s account reflects no transactions between her Richmond 
purchase in! October 1962 and the transactions here related in 
March 1963. 
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by other investors. In each instance the purchase price included a 
mark-up of 5% on the buyer's side and a mark-down of 5% on the 
seller's side, thus affording registrant a commission of 102, of 
which Haight received half. Although the Toledo Plaza purchase 
price was the same as the original offering price, it, nevertheless, 
included the mark-up because of a reduction in its value due to 
storm damage to the property. Haight stated at the hearing that 

he told G.M.B. of the mark-ups. But his earlier Seetincon during 


the Commission's investigation of the case negates this testimony. 


Height testified that he told G.M.B. that he expected a 
distribution of about 7% from Falls Plaza, all not reportable, and 
that he expected a distribution of 7 - 9%, tax sheltered, from 
Cheverly Terrace. Respondent's brief admits that during the 
conversations attendant the Richmond purchase in October 1962, there 
is uncertainty whether Height used the word "distribution" or “income” 
or “return”. But regardless of which word he actually used, the 


conclusion is inescapable that at that time of the aforesaid purchases 


G.M.B. did not understand thet the distributions from these syndica- 


tions were not true income. 

Tt is asserted that because G.M.B. had invested in 
real estate earlier, had rented all or pert of her home from time 
to time and wes aware of a deprecistion factor in that connection, 
Haight's reference to “income” and "return" would not have 
been misleading. But the substance of G.M.B.'s testimony tTegarding 


tex benefits related to the renting of her home appears to be limited, 
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principally, to deductions for expenses incurred in operating the 


property. Haight also testified that, having explained the meaning 


of a distribution to G.M.B. at least twice, he used the word "income" 
or "return" satisfied that she understood he was referring to 
“distribution", However, G.M.B.'s testimony discloses that at 
the time of the Richmond purchase she was unable to distinguish 
between a return of cepital and a return based on profits. More- 
over, she first became aware that "tax shelter" was in some 
wey related toi depreciation in preparing her tex return efter she 
had purchesed reel estate units, other than the first Richmond pur- 
chase. (She made four such purchases in 1963.) She then asked 
Height about it and he explained it to her. This is consistent with 
Haight's testimony that G.M.B. complained sbout "having to fill out 
the forms," and indicated confusion as to the difference between the 
smount of a distribution that would be taxable and that "which would 
be offsetable as s net tax loss." 
In @ report to G.M.B. dated October 1963, Haight estimated 
$5155 as G.M.B.'s “income from investments during 1964." Haight 
“knew that the income of $3,100 on investments referred to in G.M.B.'s 
financial plan represented true income. It is clear that Haight's 
estimated increase in "income" would consist of distributions which 
were largely return of capital. Haight's notes disclose thet on 
November 18, 1963,not more than one month after his $5155 income 


prediction for 1964, he "told her I expected her income to be in excess 


46/ 
of IPOS the next year." 


The proceeds of over $52,000 of G.M.B.'s securities sold during 
the relevant period were used to purchase about $64, 000 in 


47/ 
securities. $58,000 thereof represented new issues of which 


registrant was underwriter or securities sold to G.M.B. as principal 


out of registrant's trading account and of the latter figure $47,500 


represented purchases of real estate securities. 


At this time G.M.B."s account included only mutual funds and real 
estate securities in addition to some of the securities she owned 
on opening her account with registrant. 


Excluding a $10,000 investment in Aberdeen. 


Harper 


C.J.M. met Harper through a real estate broker in 1961 while she 


was seeking to purchase real property as an investment. Both she and 
her husband had been born in Germany and had come to the United States 
in 1952. Her income in 1961 was $3,000 to $4,000. Her husband had 
just started a new business and drew from it $80 to $100 a week. 
C.J.M.'s resources consisted of about $20,000 in savings and loan 
accounts, real estate in Florida valued at about $5,000, $1,100 in 
mutual funds and a second trust note in the amount of $5,000. 
C.J.M.'s objective, stated to Harper, was to improve her retire- 
ment income through profitable investment, to achieve 4 high return 
on her investment and growth. She also indicated, as she did many 
times thereafter, that she needed to keep a certain liquidity for 
emergencies in her husband's business and in the lives of her mother 
and mother-in-law both of whom were dependent on her and her husband. 
She advised Harper that she had no experience in the securi- 
ties field. Indeed, her only previous securities transaction was 
the $1,100 investment in mutual funds. Harper assured C.J.M. that 
“they” were counsellors, their specialty was financial planning 
‘for people who wanted to increase their returns that that she 
should “consider him like my doctor * * * to kind of diagnose my 
financiel potentials end possibilities." She testified that she 
reacted with confidence. Although she occasionally failed to follow 


Harper's recommendation because, infrequently, she “had some 


hesitation" about it or didn't have the funds or had other plans for 
the funds, the record is abundantly clear that Cee and her - 
husband both relied on Harper as their financial Somneerions as he 
had urged them to do. | 

C.J.M. was discouraged by her single eererrenee with mutual 
funds and rejected Harper's early recommendations th that direction 
eithough she did invest in mutual funds later. Her first purchase wes a 
unit of Toledo Plaza for $2,500. She testified Harper repre- 


sented to her that it probably would yield 9% that she would benefit 


from depreciation and amortization, that she could rely on a high 


yield and also cn”appreciation in value after about a decade. C.J.M. 
asked if she could sell the unit on short notice and Harper replied 
that she might be able to sell it within 24 hours =e there was always 
that possibility. When C.J.M. purchased one unit of Cheverly 
Terrace for $2,700 Harper told her that it was similar to Toledo 
Plaza, a high yield of 9% and that she would benefit from any appre- 
ciation when the property was sold later -- perhaps in ten years. 
Of Westfalls,in which C.J.M. invested $1,000, Harper said there would 
be a good yield -- she doesn't remember the percentanes She invested 
$1,000 in the Richmond. Harper said it would pay a high return of 
11%. C.J.M. does not recall whether Harper used the word "dividend," 
“return" or "yield." 

Harper offered no denial of C.J.M.'s testimony as to the 


yield she might expect on these investments. 


It is also relevant that in recommending that C.J.M. invest 
in Lord of the Flies, Harper represented to her that she probably 
could double her money within two or three years. Harper succeeded 
in causing C.J.M. to make this purchase only after telephoning her 


several times because she felt insecure about it. 


A review of C.J.M.'s account with SOenES discloses that out 
8/ 


of total purchases of approximately $27,700 _ about $21,000 were pur- 
chases of either real estate syndications or real estate corporations 
pursuant to Harper's recommendation. With the exception of one such 
purchase in the amount of $862.00 which came out of registrant's treding 
account, every reel estate security was a new issue in which registrant 
was the underwriter. Further, of the $27,700 total, all but about 
$1,150 represented either new issues of which registrant was the under- 


writer or securities transactions in which registrant acted es principal. 


A.K.D. was 8 retired social worker. She wes divorced and had 
one dependent son who was Harper's friend. She lived in Frederick, 
Merylend where Harper also resided. Early in 1961 Harper asked to look 
over her portfolio. She scquiesced and Herper prepared e list of her 
securities. They consisted of high quality stocks of banks, utilities, 
reilroads, and some of the largest industrial enterprises in the country 


together with a small smount of bonds. The portfolio had been acquired 


48/ About $2,000 of such purchases were sold during the relevant period. 
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through inheritance endl gies from A.K.D.‘s parents ond hed a valve 
of about $200,000. 

In addition to the income from her securities, A.K.D. received 
alimony payments amounting to $2,400 per year. She wes fearful, 
however, that these payments would stop. Her investment objective, 
therefore, included increased income. Further, as she expressed 
herself to Harper many times both orally and in correspondence, she 
insisted on safety in her investments. Harper —- eros thet A.K.D. 
had no previous experience in the securities field, end was an entirely 
unsophisticated investor. | 

During their initial conversation Harper essured her that she 
would have expert advice, that she would not have to be concerned 
about securities -- he would do that for her -- and that "they" 
specialize in estate planning. At a later Sonversacron in August 
1961, she made it plain to Harper she would have to rely on his advice 
to which he responded that she let him do the worrying. During her 


| 
testimony she said: "What he recommended, I bought." 


On August 23, 1961, A.K.D.: wrote Harper seying that it frightens 
me “to turn over such a lerge emount of money." She tosisted, "It's a 
must that I pley it safe. ** * T just must sefeguard ell I have." The 
letter resulted from her conversation with Harper in which he offered 
a plan involving the sale of 25 to 35 of her portfolio stocks which 


Harper said were low yields, overly priced and that she should move into 


something less risky. Harper's response of August 25, 1961 is replete 
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with reassurance. He sees nothing in her portfolio but "sefe-guards." 
He is pleased that she "could see the need of acting" and "understands." 
He can essure her of $1,000,000 if she were willing to take risks but 
“we are now keeping you comfortable and moving toward the $500,000 -- 
$750,000 level.” He urges her to stop worrying. He has reduced the 
period of resrrangement of her portfolio from seven years to three 
years putting them shesd of schedule. "You ere 50% better off today 
than you were Sunday." 

By August 23, 1961, the date of A.K.D.'s letter described 
above, Harper hed already sold about $25,000 of her securities and 
she hsd purchased an epproximately equal smount of securities with 
the proceeds. With the exception of $500 invested in Lord of the 
Flies, all the perchases represented real estate syndications or resl 
estete stocks, all were new issues and in sll but one instsnce, regis- 
trant wes the underwriter. In the single exception registrant wes a 
member of the selling group. 

A.K.D. testified Herper urged her to go slong with the pian snd 
telieve in it. She was "scared" but accepted it. The plan, eas it was 
presented in writing on October 5, 1961, presented a ratio of 50% high 
grede, 3C%Z speciel situation end 202 speculation. But high grade, in 
this plan,in addition to $20,000 A.K.D. had alreedy invested in Aberdeen, 
included the real estate syndications she had purchased and an $8,200 


investment in Capital Properties. "Special situations" included all 


of A.K.D.*s as yet unsold high quslity original portfolio securities 
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and the "speculation" area included 6 unit of Apache Canadian Gas 

and Oil Program 1961 purchesed for $5,000. Among the type of securi- 

ties the plan purports to consider for future purchase are “reasonably 

priced utilities," “reasonably priced consumer products compenies," 

“reasonably priced bank stocks" snd “reasonably priced insurance stocks." 
An examination of the transections in A.K.D."s eccount readily 

establishes that Harper could not have had any intention of carrying 

out the plan he presented. Thus, through January 1964 

when the account ends,A.K.D. realized from Harper's sale of her original 

portfolio about $122,000 and purchssed about $89,000 in Se een 

The account includes no utilities, no bank stocks, one consumer product 

stock purchesed in January 1964 for $3,800, and two purchases of the 

seme insurance compsny stock for about $3,800, one a new issue of 


| 
which registrant was the underwriter and the second a principal trans- 


action. 


eee out of 6 total of about $103,000 in securities acquired 
50; 


by ALK De Harper purchased for her about $72,500 in real estate 


syndications and real estate stocks. Out of that $103,000 total, every 

such security but one for $3,800 represented s new issue in which regis- 

trant was either the underwriter or a member of the selling group or 

represented a transaction in which registrent acted as principal. 

49/ This figure does not include the $20,000 investment in Aberdeen or the 
Apache oil program purchase which, with assessments, amounted to about 
$14,500. These did not pass through registrant's books. 


S0/ Excluding Aberdeen, but including the Apache oil program. 
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Other aspects of Herper's sdministration of this sccount require 
attention. Without regard to A.K.D.'s demonstrated fear and her pleas 
for safety in her investments, Harper put her into the Apache oil 
program, the highest type of Mesa ten Harper explsins this 
investment by pointing to the substentiel tax deductions it offers to 
offset sbout $31,000 in capital gains, which he had anticipated, resulting 
from the sale of A.K.D.'s original portfolio securities. But his 
reason for the purchase does not warrent the risk of complete loss 


involved in this type of security for e client whose objectives were 


fraught with demsnds for safe investments. 


Harper's various reports to A.K.D. regarding the status of 
her account furnish clear evidence of lulling misrepresentations in 


respect of her objective for increased income. His report to A.K.D. 
52/ 
of February 8,1962 included the following yields: 


Falls Plaza 9% 
Glenn Ross 8.97% 
Toledo Plaza 10% 
Capital Properties 4.75% 
First Nat'l. R. 87, 
Kent Washington 6% 53/ 


Sl/ Height egreed that A.K.D.'s investment in an oi] program was "an 


error of judgment" on Herper's pert. 


22/ His plen of October 5, 1961 contained similar "yields." 


53/ The Glenn Ross prospectus, dated March 31, 1961, anticipates distribu- 
tion to the extent practicable. Kent Washington {is admittedly a 
Speculative Security and the Capital Properties debenture, as shown 

was a high risk security, 


As previously shown, the real estate syndications distribution were 


either all or in part returns of capital as were the distributions of 
the other securities set forth above. A.K.D. did not know the differ- 
ence between a return of capital and 4 return based on profits. Her 
attitude toward returns of capital is demonstrated by the results of 
Harper's suggestion that she commence periodic withdrevels of $200 

per month from her Aberdeen investment in July 1963. When she realized 
that her withdrawals resulted in depletion of the enount of her shares, 


she promptly cancelled the withdrawals. 


Harper's letter of September 28, 1962 responded to A.K.D.‘'s 
letter of September 27, 1962, indicating diseppointment thet her total 
gein in income (even as defined by Harper) for the first nine months of 
1962 was only $168.27 over thst for the same pericd of 1961. In addi- 
tion to telling A.K.D. she is much better off than $168.27 because of 
tax freedom and other reasons, he states "I still stand by our projec- 
tion of a $15,000 to $18,000 income by 1964." Similerly, his letter of 
January 30, 1963 to A.K.D. which is a “memorandum of tax protected items" 
refers to the real estate syndications investments es “most of income 


tax protected" or "mostly tax free." 
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Harper did not advise A.K.D. whose investment capital exceeded 
$100,000 to seek the assistance of a professional investment adviser 
in accordance with registrant's policy. Further, Harper's insistence 
that A.K.D. advise him of the substance of her testimony before the 
Commission during its investigation does him little rire 

Dr. C.E.B. had known Harper since the latter was 8 or 9 years old. 
Harper and C.E.B.'’s son were friends. Harper considered C.E.B.'s home 
as "his second home.” 

At Rerper's suggestion C.E.B. opened an account with registrant 
early in arg During the conversations that occurred at that time, 
C.E.B. informed Harper that his financial objectives were to set up an 
estate, for income purposes and for retirement. He owned a portfolio 
of securities which he had bought “years ‘ago" and which eventually 


brought about $19,000 when sold between 1962 and 1964, but did not advise 


Harper of the portfolio until sometime in 1962. 


Te is pene A 


S4/ Respondent/s’ proposed findings of fact contain the following 
footnote: 


“Following her testimony in this case, Mrs. Daffin insti- 
tuted suit in the United States District Court for the 
District of Maryland seeking $500,000 in compensatory 
damages and an additional $500,000 in exemplary damages 
(Civil Action File No. 17789). Thereafter defendants 
offered to repurchase all securities retained by Mrs. Daffin 
(including the oil program and all real estate limited 
partnership units) at the price she had paid for them, 
the offer was accepted and the suit was dismissed. Since 
such repayments may be deemed relevant as matters of 
public interest (CE. Tr. 7756), respondents request the 
Division to stipulate to and/or concede the facts stated 
herein." 


55/ Although accounts were opened both in C.E.B.'s name and jointly 
with his wife, they will be treated as one account. 
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C.E.B. was an inexperienced and unsophisticated investor. He 
placed complete reliance on Harper who agrees that virtually 
all C.E.B.'s purchases were made on his reconmendation. During an 
illness C.E.B. gave Harper written discretionary authprity over his 
account. Harper is named as co-executor in C.E.B.'s will. 

Harper prepared a financial plan for C.E.B. similar in its 
categories to that prepared for A.K.D. Harper's reports to C.E.B. 
present his concept of the ideal portfolio, i.e., "High Grade," 5023 
"Special Situations," 30%; and "Speculation" 20%. ro corte 
of the first progress report dated August 3, 1962, and the last progress 


report in evidence dated February 24, 1964, indicate Harper's failpre 


to adhere to his plan for C.E.B. The August 3, 1962 report states 


that C.E.B.'s account presently has this appearance: High Grade 
46%, Special Situations 42% and Speculation 11%. By February 24, 
1964 Harper's report shows a drastic drop in the high grade category 
to 15% and an increase in the special situation Seen to 817% 

with speculationsat 4%. 56/ It is also pertinent that the February 


1964 report shows special situation stocks at a cost of about 


| 
$37,000 and a value of over $78,000. But $34,000 of that increase 


in value is represented by estimates of the value of C.E.B.'s three 
oil programs. As shown elsewhere in this decision, the $30,000 
estimated value of the Apache Canadian 1961 oil program had no 


reasonable basis in fact. 57/ 


56/ These figures are based on current value. If cost were used 
it would reflect high grade 23%, special situations 58% and 
speculations 12%. | 


57/ No evidence was introduced as to Apache's 1962 and 1963 programs 
which C.E.B. purchased. 
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C.E.B.'s purchases included units of real estate syndications and 
a& number of real estate stocks, Although he received prospectuses, he 
found them hard to digest and relied on Harper. The latter's report of 
August 3, 1962 presents a "yield" of 10% each for Cheverly Terrace, 
Toledo Plaza and Westfalls and 9.5% for Falls Plaza. Harper's report of 
February 24, 1964 continued the 10% "yield" figure for Toledo Plaza and 
Cheverly Terrace but reduced Falls Plaza to 7% and Westfalls to 9%. 58/ 
The actual distributions for Toledo Plaza during the relevant period 
reached 10% oniy for 1962 and fell woefully short for the other three 
years. Cheverly Terrace's distribution never reached 10% and Westfalls 
never reached 9%. Harper must have known or should have known the actual 
figures. As en owner of real property, C.E.B. apparently had some under- 
standing of the meaning of "return of capital." Whatever relevance this 
might have to his original purchase of the syndications, it cannot cure 
the misrepresentations presented by Harper's reports. 

The record also discloses that between mid-December 1963 and 
early February 1964, Harper allowed C.E.B. to sell three mutual 


funds securities despite registrant's rigid policy against it. The 


reason offered is that C.E.B. needed money and, indeed, at that 


time another substantial sale was made. But this is not consistent 
with a purchase on December 20, 1963 of $1,000 of the stock of 
Southeast Mortgage Investment Trust, a new issue underwritten by 
registrant. 

— EEE AN a 
38/ In this report Harper designates dollar amounts as "income" 


and the percentage which those amounts bear to the amount of 
the investments as "yield". 


ra 

During the relevant period Harper made over SO purchases 
of securities, all of which nore sold within that time. The great 
majority of these purchases were resold within about one month, 
some in a matter of days. Harper's testimony that C.E.B. wanted to 
take several thousand dollars to use for purposes of ppecatanton 
satisfactorily explains these activities. However, out of $36,500 in 
purchases of securities remaining in C.E.B.'s portfolio at the end of 
the relevant arin tae $24,500 represented purchases of securities 
which were new issues underwritten by registrant or in which registrant 


was part of the selling group, or sales by registrant ‘out of its trading 


account as principal. 


59/ Excluding the gas and oil programs. 


Davis 

W.83.C. is a naval officer stationed overseas who wrote to 
Davis in January 1961, stating that Davis had been highly recommended 
to him and requesting that Devis furnish him "the necessary cards to 
open an account." AS a result, W.B.C. executed a power of attorney 
or discretionary authority, authorizing Davis to act for him in 
securities transactions. 

W.B.C.'s objective was to be as speculative as possible. 
There would, therefore, be no purpose in considering the quality of 
the securities Davis purchased for his account. However, an examina- 
tion of the source of such securities is appropriate, especially 
since they were purchased without W.B.C.'s prior knowledge under 
the discretionary authority. About $10,300 *‘n securities remained 
in W.B.C.'s account at the end of the relevant period of which about 
$9,500 represented the purchase of new issues encerericten by 
registrant or sales out of registrant's trading account as principal. 


Davis also purchased about $4,500 in securities which were sold 


during that period. All of those purchases were either new ‘ssues of 


which registrant was the underwriter or securities sold out of registrant's 


trading account as principal. 


M.McM. opened an account with Davis in 1958. She and her husband 
had their first counselling discussion with him in January of 1960. At 
that time they had about $4,000 in savings and loan deposits, a 50% 
interest in real estate valued at about $10,000 and about $2,800 in 


securities which M.McM. had previously purchased through Davis. 
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The McM.s were newly married, in their late twenties. Their 


investment objective was to achieve financial independence in the 
future. Davis assured them that registrant would "be behind" any- 
thing he recommended and have "good knowledge of it, that in most 
cases Hodgdon would be a director and know well what. was going ad 
and that he, Davis, would not tell them to invest in anything he 
himself didn't own. Davis said they would have to have complete 
confidence in him, confide in him totally, have faith in his judg- 
ment and that even as small investors, the McMs would have 

available to them the services of registrant's experts. 

Neither of the McM.s had any prior experience in the securi- 
ties field and the record is clear that Davis gained their confidence. 
They followed his recommendations and relied on him totally. They 
did not, generally, read prospectuses. Davis had told them that 

_these documents always painted a bleak and sad picture and if people 


based their investment decisions on the prospectuses, no one would 


ever buy anything. 


60/ Such representations were repeated from time to|time in 
connection with recommendations for the purchase of 
securities. : 
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M.McM. purchased eight real estate stocks and syndications 
for a total of over $10,000. Invariably Davis' presentation of 
these securities was made in terms of "yield" or “high yield." 
Despite Davis' testimony that he made a full explanation of the 
tax sheltered return to M.McM. at the time she purchased one of the 
syndication units, it is plain that to her "yield" meant only 


61/ 
income in its true sense. Indeed, Davis' suggestion that M.McM. 


use her Putnam shares as collateral for a bank loan at 53% to 


purchase Toledo Plaza which would yield 94% "and that we would 
really gain" would certainly tend to support M.McM.'s conclusion 
that the funds she would receive from her Toledo Plaza investment 


would be "income" which "we would not be reporting for tax purposes." 


~ Davis represented to M.McM. that the stock of Orbit Indus- 
tries, a new issue which he recommended at $4, would sell up one to 


three points in three to six months. The portion of the Orbit 


prospectus entitled "Speculative Aspects of the Offering" readily 


62/ 


indicatesthat his predictions had no reasonable basis in fact. 
During the relevant period M.McM. made purchases totalling 


about $24,500. The last two purchases in her account were blue 


EEE 


61/ ‘“*xkkwhere Mr. Davis would say, you know, that this is a 
9 percent yield or this will be 9 to 13 percent yield, this 
indicated to me a regular income from this at that percentage." 


Davis was aware that M.McM. took notes of many of her conversa- 
tions with him. She admits that she had difficulty where Davis 
employed technical language or phraseology. Davis has been given 
the benefit of any reasonable doubt where M.McM.'s notes might 
be in error for that reason. 
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chip securities purchased at her insistence for a total of about 
63/ 


$4100. Of the remaining $20,400 all but one purchase for $436 


were new issues of which registrant was the underwriter or securities 


sold out of registrant's trading account as principal. 


i 
63/ Davis advised M.McM. that no one ever got rich on blue chips; 


that the speculative securities would be the ‘blue chips of 
tomorrow. 


Hodgdon 


A.S.W. met Hodgdon in 1959. She was the beneficiary of a 
trust fund and owned securities which were maintained in a custodial 
account. A Boston bank managed both the trust fund and the custodial 
account. - 

A.S.W. informed Hodgdon she would like to increase her 
income. At Hodgdon's suggestion, the bank transferred municipal 
bonds having a iface value of $110,000 to her account at registrant. 
A.S.W. was an inexperienced and unsophisticated investor. She 
relied on Hodgdon and recalls no instance in which she did not 
follow Hodedon's recommendation. 

During the relevant period and pursuant to Hodgdon's 
recommendations, A.S.W. sold some of her municipal bonds and 
utilized the proceeds thereof to purchase $40,000 in securities. 

At least $30,000 of that amount represented new issues of which 


64/ 
registrant was the underwriter or a member of the selling group. 


64/ It would appear from Hodgdon's testimony, "I think at that time 
I had available . .. a very small block of Buckingham. . .!! 
that an additional sum of $4,500 represented the sale of 
Buckingham securities by registrant out of its trading account 
as principal. 


Others 

Mr. and Mrs. E.M.B. opened an account with Harry Ware, one of 
registrant's salesmen, in May 1960. They advised Ware that their 
investment objective was to prepare for their retirenent and to put 
two children through college. Their discussions with Ware continued 
until about February 1961 when their account became active. Prior 


thereto they had made one relatively small purchase in May 1960. Ware 


constantly visited their home where he discussed securities with them, 


He knew they had ae portfolio of securities valued at about $40,000 


which they had bought over a period of years. : 

During the relevant period the B.'s had four different Salesmen 
at registrant's firm. Ware left in the late summer ce fall of 
1961 and was replaced by Robert Scheutz. William Flynn became their 
erg eee in 1962 and was succeeded by a Mr. Parks 
in 1964. _ | 

E.M.B. was not a naive investor. She had dealt with broker- 
dealers before coming to registrant and maintained accounts with 
other broker-dealer firms while doing business with fegistrent. Never- 
theless, with two exceptions which were her own selections all 
her purchases through Ware and Schuetz were the result of their 
recommendations. E.M.B. purchased about $14,500 in real estate 
syndications and real estate stocks. It is abundantly clear, however, 
that at the time of these purchases E.M.B. had no Esocept ton of 


65/ E.M.B. made no purchases through Flynn or Parks during the 
relevant period. 
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the nature of distributions from these securities.- 

When E.M.B. purchases two units of Rock Creek for $5,000 in 
September 1960, Ware told her she would receive a 10% dividend, tax 


free, that it possibly could be sold in 5 to 7 years and they would 


be able to realize nice capital gdins. E.M.B. knew that this 


security could not be traded as freely as an ordinary stock. But 
Ware said they could seil it at any time. In April 1961, Ware 
recommended Falls Plaza and E.M.B. purchased four units for $4,000. 
Ware said it would yield 8% to 13% in dividends, tax free and that 
in 5 to 7 years the property would be sold and she would receive 
capital gains. E.M.B. had also purchased several real estate stocks 
in connection with each of which she was informed that she would 
receive a tax'exempt dividend or a tax-sheltered return or a tax 
free dividend. It was not until December 1963, upon receiving a 
communications from the issuer of one of her real estate securities, 
that E.M.B. realized for the first time that the payments she 
received included a return of capital. 

In August 1961, at Ware's recommendation, E.M.B. purchased 
over $2,200 of units of Canandaigua Enterprises consisting of 7% 
convertible debentures plus common stock. The principal activity 
of the issuer was the proposed establishment of a race track. E.M.B. 
told Ware the funds to be used for this purchase were the proceeds 
of an insurance policy which had been set aside as an educational 
fund for her daughter, that the funds were not to be risked and had 


to be available in two years. Ware assured E.M.B. that she would 
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have a 7% income, the common stock would go up and if anything happened 
she on preferred and couldn't lose. 

E.M.B. testified that when Parks took over her account in 1964 
he declared it was the worst list of securities he ever saw and 
Showed it to Haight who agreed. Even respondents are impelled to 
acknowledge, in their proposed findings of fact and sorsiasier of 
law, not only that the recommendations of both Ware ahd Schuetz were 
not suitable for E.M.B., but also that registrant's supervisory 
procedures were deficient. | 

Between January 1961 and January 1962 E.M.B. sold $40,700 of 


her original portfolio securities. between May 1960 and February 1963 


E.M.B. made purchases of securities through registrant totalling about 


$55,000. $38,000 of that represented new issues of which registrant 
was the underwriter or sales by registrant out of its trading account 
as principal. About $14,400 of the remaining $17,000 represented 
securities purchased by E.M.B. at her own suggestion and selection 


rather than upon the recommendation of either Ware or Scheutz. 


Mrs. M.I.B., a widow, started doing business with Ware in 
May 1961. At that time she owned 100 shares of South Georgia Natural 
Gas Co., had about $5,000 or $6,000 in savings and earned about 
$5,000 a year as a secretary of the Department of Commerce. She 
expected to retire in about two years and her opieceires stated to 
Ware, was to obtain extra income through investment. “M.I.B. 


mentioned $100 a month and Ware ‘told her this could be easily realized. 
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During the relevant period M.1.B. dealt with three different 
salesmen at registrant. Fray Johns succeeded Ware in the fall of 
1961. After Johns left registrant, M.1.B. met a Mr. Resnick at 
registrant's office. He became her registered representative. 

M.I.B. was an unsophisticated investor who relied entirely 
on her registered representatives. She had engaged in no securities 


transactions other than her purchase of South Georgia when she came 


to registrant. Although she received prospectuses, she relied on 


the oral representations made by Ware, Johns and Resnick. She was 
unable to distinguish between a return of capital and a return based 
on profits. 

M.1.B. purchased 2 units of Toledo Plaza for a total of $5,000 
in June and July 1961 on Ware's recommendation. He represented to 
M.I.B. that there would be a 10% return, tax sheltered, that it 
couldn't miss and was bound to go up. She purchased 1 unit of 
Cheverly Terrace’ in February 1962 for $2,700 and was told by Johns 
that the returm would be 10%, tax sheltered. When she visited 
registrant's offices in 1963 because she was concerned over her losses 
in earlier purchases, Resnick assured her she could recoup those 
losses. 

Perusal of M.1.B.'s account discloses that during the rele- 
vant period she made parchases! Of securities totalling over $19,000. 
Every security purchased by M.1.B. represented either a new issue 
in which registrant was underwriter or a security sold out of regis- 
trant's trading account as principal. About $14,000 were used to 
acquire real estate syndications or real estate stocks, $2,500 went 


to purchase a mutual fund stock and $2,500 to buy speculative securities. 
- JA 202 - 
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It has long been established that the reletionship of 8 
securities dealer or e salesman to an uninformed client is one 
of trust end confidence which approaches and perheps equals that 
of a fiduciary. It srises out of the superior sophistication of 
the desler, the reposal of special confidence by the customer in 
the dealer as specially qualified in the securities field and the 
dealer's acceptence of this reliance. It imposes upon the dealer 
the responsibility and duty to act in the customer" best interest 
in effecting trenssctions in his prone 

The:circumstences surrounding the opening end subsequent 
administration of the accounts of the customers referred to above 
establish the creation of the relationship of ae and confidence 
between these customers and the respondents with whom they dealt. 
In most instences the testimony of the customers readily establishes 
thet they were inexperienced and unsophisticated end reposed reliance 
and confidence in their registered representatives. In two cases 
where such testimony is Hb clients‘ Ginctoeures to Kitsin 
and Haight of their financial resources and clients’ acceptance of 
the finsncial plans prepared for them demonstrates the relationship 


68/- 
of trust and confidence. In three instances involving two of 


66/ Lawrence R. Leehy, 13 S.E.C. 499, 505 (1943); Mason, Moran & Co., 
35 S.E.C. 84,. 89 (1953); Looper end Company, 38 S.E.C. 294, 300 
(1958). See also Haley & Company, Inc., 37 S.E.C. 100, 106 (1956). 


67/ Kitain's client, A.L.A; Haight's client, G.M.B. 


68/ The Ramey Kelly Corporation, 39 S.E.C. 756, 761 (1960). 


69/ 70/ . 
Carr's customers and one of Davis', all members of the armed 


forces, a fiduciary relationship is implicit in the existence and 
utilization of written powers of attorney authorizing Carr and Davis 
to act in their behalf. Registrant taught its salesmen the practice 
of inducing customers to repose complete trust and reliance in it. 
Having successfully achieved the relationship of trust and 
confidence, registrant and its salesmen took flagrant ee EAS of 


their customers and failed to act in their best interests. 


72/ 
The accounts of Adam's clients  reveel that 95% and 807, 


respectively, of their totel purchases of securities during the 
relevant period represented registrant's underwritings or ssles out 
23/ 
of its trading account es principal. The accounts of Carr's clients 
reflect 85% and 87% respectively of such purchases; Kibler's two 
74/ 75/ 
clients’ accounts show 98% end 76%; Kitain's client's eccount, 83%; 


76/ W7/ 
Height's clients‘ eccounts, 98% and 90%; Harper's clients’ accounts, 


i 


and H.C.F. 


Logen & Co., 41 S.E.C. 88 (1962). 
and C.A.S. 
end H.C.F. 


and K.F.J. 


and G.M.B. 


77/ C.5.M., &.K.D. and C.E.B. 
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78/ 79 | 

95%, 96% and 67%; Davis’ clients‘ accounts 95% and 97%; Hodgdon's 
80/ 81/ 

client*s account, at least 75%; two accounts of sélesmen not 


named 8s respondents, 947 and 1002. 
The foreoing demonstrates registrant's inordinate concentra- 
een recommendations and selections of emis for its clients 
from which it could derive the greatest amount of compensation. Cer- 
tainly, registrant's recommendations could have bees made from the vir- 
tually unlimited choice available to it on the excheriges and over-the- 
counter™ In that event, of course, registrant would have been 
restricted to the lesser compensation to be reslized from agency 


trensections. 


Moreover, the representations of some of the respondents in 


relation to anticipated returns from real estate syndication 


ee —————————— 


78/ This figure does not teke into account the cost ‘of C.E.B.'s pur- 
chases of a unit of Cansdian Apache 1961 ges and oil program or the 
cost of one-half interests in two other gas and oil programs. 


W.B.C. and M.McM. 

A.S.W. 

E.M.B. and M.1.B. 

The Hearing Eranines has attempted to compute only those purchases 
which passed through registrant's books. This would exclude, for 


example, mutusl fund purchases such as Aberdeen but would include 
purchases of Putnam. 
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83/ 
purchases constituted misrepresentations of material . facts and— 


omissions to state material fects. As shown sbove, Adam, Kibler, 
Kitein, Height, Harper, Davis and others not named as respondents 
represented to their clients,in recommending the purchase of 
interests in réal estate syndications, Mie they could expect 


various percentages of return on their investments ranging from 7% 


to 10% and in one instance es high as 132, or they represented in 


reports or analyses to thier clients on the status of their accounts 


that they might expect yields, returns or income of similar percentages. 
As previously demonstrated, these representstions had no reasonable 


basis in fact either in any of the prospectuses or elsewhere. And 


83/ "The basic test of materielity * * * is whether e ressonable man 
would sttach importance * * * in determining his choice of action 
in the transaction in question." List v. Fashion Park, Inc., 

340 F. 2d 457 (C.A. 2, 1963); restated in S.E.C. v. Texas Gulf 
Sulphur Compeny, FF. 2d » (C.A. 2, 1968): C.C.H. Fed. Sec. 
L. Rep. © 92,251. Information disclosing that all or part of the 
realization from an investment would be a return of capital must 
be deemed important. 


No reference has been made, heretofore, to the pertinent portion 

of the Richmond prospectus. It anticipated that limited partners 
should receive annual cash distributions of $130 on each $1,000 
unit, based upon the operations of the issuer during the preceding 
year. It includes the caveat thet the anticipation is neither a 
promise nora guerantee. The prospectus breaks down the $130 figure 
into texeble income for Federal tax purposes and the return of 
cepitel, the latter category constituting the larger portion through 
the first three years, but cautions against construing the break- 
down as the actual relationship that will exist with respect to 
future anticipsted cash distributions. 
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even assuming that the prospectus of Richmond would support the 7% - 
9% representation by Kibler or the "high return" representation by 
Harper, these statements would, nevertheless, be unwarrented since 


the customers were not furnished with the information contained in 


the prospectus as to the portion of the anticipated return which 
85/ 
would constitute a return of capital. 


This conclusion is reached without regard to the inability 
of the clients to comprehand the complexities which make "tax shelter" 
possible and give rise to the return of capital. It is also pertinent 
in that connection that, with the exception of Devis, each of the 
respondents named above ss persons meking representations as to a 
percentage return on syndications hed at least one client whose stated 
objective wes either to acquire or to increase his income from invest- 
ments. Returns of capital do not take the plsce of true income. Further, 
Adem's investment summary to C.A.S. stating ell income from real estate 
to be tax free; Haight's report to G.M.B. estimeting an increase in 


income which would, in fact, consist of distributions from real estate 


investments; Harper's reports to C.E.B. of “yields” from such invest- © 


ments and to A.K.D. of tax free income emphasize the utilization of 


distributions as a substitute for true income. 
Manifestly, Hodgdon, Height, Cerr, Kitain, Aden, Herper, 
Davis and Kibler sre-each singly culpable of a breach of their relation- 
ship of trust and confidence with the aforesaid clients in selecting 
3 


| 
85/ Mutual Real Estate Investors, 41 S.E.C. 557 (1963). 
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so abnormal an amount of securities from which they and registrant 
would profit most. All except Cerr have also singly breached thet 
relationship in their representations to those clients of returns 
from real estate syndications. As charged in the order for pro- 
ceedings, they each, together with registrant, engaged in practices 
which operated as a fraudulent course of conduct in that they 
induced these customers to repose trust and confidence in them in 
the belief that they would act in the customer's best interests. 

In addition, the consistently high percentage of self-enriching 
recommendations for security purchases among seven respondents, four 
of whom were officers of registrant and one a branch manager, and 
the substentially similar representations of returns from real estate 
syndications by six of these respondents, discredits coincidence 
and impels the conclusion thet SS eee on and the above-named respond- 
ents engaged in a scheme to ead 

Other representations and activities sustain the allegations 
of the order for proceedings as to respondents’ breach of trust and 
confidence, lulling and the sale of clients’ seasoned securities to 
purchase unseasoned securities to the benefit of respondent. 

Despite Adam's Stacemente in G.Y.G.'s financial plan of the 


need to keep speculstion below 10%, he unjustifiably increased that 


eres to 20%. Although G.Y.G. desired safety in investments, he 


a 


86/ Cf. Century Securities Company, Securities Exchange Act Release 


No. 8123 (July 14, 1967); James DeMammos, Securities Exchange Act 
Relesse No. 8090 (June 2, 1967). 
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recommended and she purchased $11,000 of Paragon stock and $3,000 

of Lord of the Flies stock, both rank speculations. His "congretu- 
lations" to G.Y.G. on the state of her account were obviously pre- 
mature and lulling, ss was his extravagant prediction of an increase 
in the net worth of G.Y.G.'s investments to $120,000 minimum in the 
next 5 or 10 years. He recommended the purchase of Wise Homes stock 


to C.A.S. on the same day he recommended that G.Y.G. sell that stock. 


He represented to C.A.S. that the syndication properties could be 


sold in about five years at substantial capital gains, obviously 


without reasonable basis in fact. His reports to C.A.S., referring 
to tex free income in respect of syndication investments and his 
valuation of such investments ns cost without attempting to sscertain 
current prices were attempts to lull the client into a false sense 
of security. : 

Kitein's explenation for switching D.G.Y.'s Aberdeen Fund 
investments to Putnam to achieve the $25,000 break-point benefits 
is not persuasive, especially since the sale of the Aberdeen shares 
involved a loss to D.Y.G. of about $880. Obviously, the switch assured 
Kitein commissions on two transactions without awaiting consummation 
of the second or risking a change of mind by D.G.Y. In fact, D.G.Y. 
refused to replace the withdrawal in Aberdeen with the result that 
Kitain realized commissions on total investments of $50,000 whereas 
only $30,000 of mutual fund securities had been purchesed. D.G.Y. 


required liquidity in investments. Nevertheless, Kitsin not only 
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reconnendadiate invest $10,000 in units of Toledo Pleze but also 
misrepresented that the units would be marketable. Kitain utilized 
A.H.R.'S secon for his own transactions without A.H.R.'s knowledge. 
Protestations of friendship hardly absolve this action. His repre- 
sentetion to A.L.A. that Wise Homes was better than Jim Walters was 
moreonenoes His lulling response to A.L.A.'s inquiry about Wise 
Homes, i.e., that they wanted the stock to go down, needs no further 
comment. 

Height failed to recommend to F.E.T. the purchase of any 
electronics, utilities, or chemical securities in contradiction of 
the finenciel plan he proposed. Nor was there any justification for 
the concentration of real estate securities - over 70% - in F.E.T.'s 
purchases. Haight's written and oral statements to G.M.B. of 
increases in income for 1964 to $5,115 and $7,000, respectively, 
predicated upon distributions from real estate investments, was 
patently lulling. His failure to inform G.M.B. that registrant acted 
for both the seller end the buyer in respect of her purchases of 
Falls Plaze, Cheverly Terrace and Toledo Plaze and to edvise her of 
the remunerstion or commission received by registrant constituted 6 
violation of Rule 15cl-4 promulgeted under the Exchange Act. 

Herper's representations to C.J.M. thet e real estate syndice- 


tion unit might be sold in twenty-four hours, that she could benefit 


a 


87/ Mertin A. Fleishman, Securities Exchange Act Release No. 8002 
(December 7, 1966). 
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from appreciation when the property would be sold in ten years and 


thet she could probably double her money on Lord of the Flies were 
clearly without reasonable factusal bases. The concentration of 
about 75% of C.J.N.'s totel purchases end about 70% of A.K.D.'s 
total purchsses in real estate securities wes sbnormel. Harper 
failed to follow his own financial plan for A.K.D. in neglecting co 
‘purchase utilities or bank stocks and making only mininsl purchases 
in other categories he stressed. He purchased highly speculative 
oil programs despite the client's insistence on safety in investments. 
He lulled her with assurances of huge profits, i.e., "we'll keep you 
comfortable at the $500,000 to $750,000 ere gees projections, 
on September 28, 1962, of income of $15,000 to $18,000 by 1964 in 
the face of actual income of about $5,200 for the period Janusry 
through September 1962; with reports of "yields" end distributions 
from real estate as tsx protected income. For reasons similar to 
those ststed in respect to A:K.D., Harper failed to adhere to his 
financial plan for C.E.B. He also lulled C.E.B. with reports of 
"yields" from real estate distributions. : 

Daevis' misguided advice to M.McM. to ignore prospectuses as 
a@ basis for investment decision was patently rs with his 
duty to her. His representation that the stock of orbit would rise 
1 to 3 points in 6 months had no reasonable basis in fact. 


88/ A.K.D. had a portfolio of securities valued at bout $200,000. 
The account hed just been opened. 
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Ware's statements to E.M.B. in respect of her Canandaigua 


purchese present a glaring fraud. 

Hodgdon created registrant's method of operations and ss 
principal stockholder benefitted ae from its ectivities. He was 
in ovecsollt charge of its effeirs. He prepared the registrant's 
advertising material which was designed to entice the unsophisticated 
es He selected its underwritings and the securities in 
which it traded and knew or should have known of the magnitude of 
the purchases by registrant's customers of such underwritings and 
securities. Indeed, much of the teachings of the training courses 
under the guise of tax savings, eee designed to roster the sale of 
real estate and ges and oil securities either underwritten by 
registrant oriof which registrant was part of the selling group. It 
is noteworthy thet between 1960 and 1962 inclusive, during which 
period s substential Boecion if not most of the transactions here 
involved occutred, registrant averaged 47% of its income from under- 
writings alone. The more definite statement filed by the Division omits 
to name Hodgdon as one of the respondents, singly, who failed to super- 
vise. But, in addition to his activities set forth above in respect of 
his client, Hodgdon "must share responsibility for the fraud by virtue 
of his knowledge of and participation in managing registrant's oe 


Sa ee 


89/ "T)he Commission's duty to protect the gullible is apparent. And, 
we have held it is not improper to judge advertisements by their 
impact on the segment of the public at which they are aimed." Market- 
lines, Inc. v. S.E.C. 384 F. 2d. 264 (1967); cert. den.390 U.S. 947. 


C£. Melvin Hiller, Securities Act Release No. 8476 (December 24, 
1968). 
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Haight was vice-president in charge of sales throughout the 
relevant period. Carr was senior vice president, a member of the board 
of directors, owner of more than 10% of erence stock, conducted 


training sessions on sales techniques and real estate and was available 
for consultation on financial plans. In addition ‘to culpability for 
their activities in respect of their clients' accounts described above, 
both are responsible, as charged, for failure reaaonents to supervise 
registrant's registered representatives ae a view to preventing the 


fraudulent course of conduct found above. 
92/ 


Registrant, of course, is responsible for the acts of its agents. 
93/ 
Accordingly, it is concluded that in the offer and sale of, 


securities, registrant, Hodgdon, Haight, Carr, Kibler, Kitain, Adam, 
Harper, and Davis NHS goes and aided and abetted willful 
violations of Section 17(a) of the Securities Act and Sections 10(b) 
and 15(c)(1) of the Exchange Act and Rules 10b-5 and 15el-2 thereunder; 
and registrant, Haight and Carr willfully violated Section 15(b) (5) (E) 


of the Exchange Act. 


ss 
9ly Kitain, although designated a branch manager, was not assigned any 
supervisory functions, 


92/ Armstrong, Jones and Company, Securities Act Release No. 8478 
(December 27, 1968). 


Proof by a preponderance of the evidence is "the standard consistently 
used in broker-dealer administrative proceedings." Norman Pollisk - 

" Securities Exchange Act Release No. 8381 (August 13, 1968), and the 
standard of proof used in making and reaching the findings of fact and 
conclusions of law in this initial decision. Respondents ' implicit 
Suggestion that a different standard may apply iis untenable, 


A finding of willful violation does not require a showing of intent to 
violate the law. "It is sufficient that the person charged with a duty 
intends to do the act which is violative of the statute.” Norman 
Pollisky, supra. 
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Sale of Unregistered Securities 


A. U.S. Infrared Corporation 


U. S. Infrared Corporation ("USI"Wwas incorporated in the 
District of Columbia in August 1960 by Amann and others,as promoters, 
to develop and produce an infrared radiation detection device which 
had been invented by Patrick McCarthy ("McCarthy"). The principal 
purpose of the device was to detect overheating in mechanisms. At 
the time of USI's incorporation, McCarthy was engaged in discussions 
with the Dennsyivanfe Railroad regarding the detection of overheated 
railroad hotboxes. 


Amann was then a vice president of registrant. He brought 


USI to Hodgdon's attention and sugeested that registrant undertake 
95/ 


sale of USI stock as a private placement. _ Hodgdon spoke with 
McCarthy and reviewed the USI situation. He then airteed Amann that 
he was unimpressed with McCarthy and found USI unattractive. Other 
officers of registrant, including Haight, also attempted to Gtecourase 
Amann from continuing with the USI project. Upon Amann's insistance 
that he was already committed and had interested some of registrant's 
salesmen, Hodgdon agreed to allow Amann to proceed with a private 


placement of USI stock, but admonished that he was not to commit 


or involve registrant in the future without Hodgdon's knowledge. 


95/Sections 5(s8) and 5(c) of the Securities Act, as applicable here, 
mske it unlawful to use the mails or interstate facilities to 
sell or deliver, or offer to buy or sell a security unless a 
registration statement is in effect as to such security. Under 
Section 4 of the Securities Act, the provisions of Section 5 do 


not apply to transactions by an issuer not involving any public 
offering. 
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Nevertheless, Hodgdon issued a memorandum directed to all 


registered representatives dated August 19, 1960, before any sales 


of stock had been effected, advising that commitments had been made 


in respect of USI without the approval of registrant's management 


and that rather than embarrass the member concerned by terminating 
his relationship with USI,the salesmen should consider the following 
before offering USI stock to their clients: 
"1, It is our opinion that Infra Red is a: 'gross specu- 
lation. There is no semblance of a management 
team and none in sight. 
Thousands of companies with interesting products 


in the scientific and electronic domain have gone 
bankrupt. 


3. We take a dim view of time spent on projects which 
do not meet with the approval of the firm." 


The memorandum also requested each salesman to submit a list of 
customers he intended to approach and warned that in order to pass 
as 4 private placement the combined total number of purchasers must 
not exceed 25 persons. It also stated that eset eomen were 

to inform their clients that registrant regards this situation as 
too speculative to merit approval at this time. All salesmen 
interested in offering USI stock to their clients were required to 
Sign the letter of August 19, 1960. Hodgdon caused the price of 
the USI stock to be increased from $1.00 per ane $1.10 per 
share, the increase to represent registrant's ere Between 
August 30, 1960 and October 7, 1960 registrant sold 45,430 USI 


shares at $1.10 per share to 18 purchasers. 


- 86 - 


Registrant ‘received its compensation of $.10 per share. 96/ 

It is readily apparent from Amann's testimony 97/ that USI was 
insolvent at its inception. It is unnecessary to recount the various 
problems USI met during its short existence, both financial and 
technical, in the development of its devices. It is sufficient to 
state that neither the infrared pistol, later known as the Telerad, 
nor the various other infrared devices which USI attempted to develop 
to meet the requirements of the Pennsylvania Railroad ever found 
acceptance by the railraod or succeeded as a marketable item. McCarthy 
died in December 1960 and operation of USI was taken over by Fhillip 
Luckhardt who had been hired earlier as a marketing and management 
expert with the title vice president and secretary. The enterprise 
collapsed in the late fall of 1961. ‘Efforts to sell its products to 
other electronic firms on a royalty basis were unsuccessful. 

During its existence USI was financed through two purported 
private offerings in addition to’the sale of the 45,430 shares referred 
to above. In a memorandum dated April 20, 1961, directed to 
"Stockholders, U.S. Infrared Corporation, signed by Amann, "Chair- 
man, Executive Committee" and Luckhardt, "Vice President and 
Secretary of the Corporation," USI offered stockholders the right to 
purchase “one share for each three shares now held, at a price of 


$1.25 per share." The statement of income attached to the memorandum 


96/ Respondents admit that no registration statement was filed in 
respect of USI. 


97/ Amann testified, in substance, that prior to the organization of 
USI, McCarthy worked out of Ford Studebaker's shop on funds advanced 
by Studebaker. 
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disclosed a net loss of $11,806 for the period August 18, 1960 


through April 19, 1961. USI succeeded in raising $8,000 through 


this offering. . 

Finding itself again in need of funds,USI issued a letter 
dated July 21, 1961 advising stockholders that it hed signed an 
underwriting agreement with a Washington investment firm for the 
public sale of 130,000 shares at $2 per share. The letter offered: 
its stockholders unsecured $1,000 convertible debentures. It also 
stated that the stock to be acquired by debenture holders through 
conversion of the debentures "will be registered with the S.E.C. under 
a ‘long form' registration, and thus immediately liquidable sie] 
upon going public." The letter was signed by pan an “Chairman, 
Executive Committee, U. S. Infrared Corporation, Vice President, 
Hodgdon & Co." A progress report accompanying this letter included 
&@ memorandum by Amann dated July 19, 1961, entitled “To Interim 
Financial Interests," signed by him as "Vice President, Hodgdon & Co., 
Chairman, Executive Committee U. S. Infrared." This memorandum 
assured a public underwriting “so that the interim financial interests 
can liquidate at market prices immediately upon the public offering." 
It also refers to the conporenice as having "two ready products for 
military and commercial eet | 

When the letters referred to above were brought to Hodgdon's 


attention he discharged Amann from registrant and sent a telegram 


to purchasers of USI stock stating that the letters of July 19, 1961 


98/ USI realized $15,000 from the sale of these debentures. 
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and July 21, 1961 were not submitted to registrant for approval, that 
tegistrant disavows all literature sent to customers since Amann 
had no “right or reason" to write as vice president of registrant 
and indicated Amann is resigning from registrant. 

At or about the time of the first offering Amann received 
25,000 Class B Ande! of USI for services rendered, 5000 of which 
he turned over to registrant. A total of 58,000 Class B shares had 
been distributed among Amann, McCarthy, Ford Studebaker, Sho had 
financed McCarthy before the organization of USI, counsel for: the 
corporation, and the corporation's accountants, all for services 
rendered. During its existence every balance sheet issued by USI 
showed a deficit or net loss. The Statement of Income for the 
period August 18, 1960 through April 19, 1961 showed a net loss of 
$11,806. USI's balance sheet as of May 31, 1961, showed a deficit 
of $21,467; as of June 30, 1961 a net loss of SOagp ce as of 


July 31, 1961 a net loss of $24,940.89. 


Four of Amann's customers testified to purchases of about 
9,500 shares of USI stock and a $10,000 debenture. 
: J.A.R. had become a client of Amann's in the fall of 1959 as 


the result of a cold call. He testified that at Amann's recommenda- 


29/ The difference between the Class A and Class B shares was that 
the latter would not share in any dividends or liquidation for a 
period of one year. : : 


The reduction in net loss for June 30, 1961 from the May 31, 1961 
figures arises from USI's sales of a product known as Acquitrol 
for which it had become the distribution agency. It soon devel- 
oped, however, that problems with the product caused cancellation 
of so many of its sales that the experiment was short-lived and 
sales of Acquitrol reflected in the June 30, 1961 figure were 
substantially unrealized. . 
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tion he purchased 2,000 shares of USI stock in late! August 1960. 
Although Amann explained the infrared device to J.ALR. he furnished 
no literature regarding USI and told J.A.R. nothing of the distribu- 
tion or proposed distribution of USI Class B persica promoters, 


management and others for services rendered. 


S.L. bought 2,000 shares of the original USI issue as a 


result of Amann's recommendation. He knew that chellscock was not 
registered but received no literature relating to vst and no 
information regarding the distribution of USI shares to promoters, 
management and others for services. S.L. also purchased 2,667 
shares of USI stock as a result of the April 1961 solicitation and 
received the USI offer relating to the sale of debentures in July 
1961. % 

I.J.W. purchased 1,820 shares of USI eouaease 1960. Amann 
explained the infrared pistol and that it was not yet fully 
developed. I.J.W. received no brochure on USI but believes there may 
have been some indication that McCarthy and others were receiving 
stock in consideration for services rendered. 

A.P.S. bought convertible debentures totalling $10,000 in 
July 1961 through Amann. He did not receive a brochure or other 
literature and since he was not a stockholder of USI he did not 
receive the solicitation letter of July 21, 1961. 

Although F.C. did not testify, the record discloses that 
Amann sold 1,000 shares of USI to him at the time of the original 


offering. Amann refers to F.C. as one of the people who 


- 90 - 
“bought stock behind me." Apparently this description also includes 
others who purchased about 4200 shares. 

Amann approached Davis, one of the respondents herein, who 
invested a total of about $1,800 on three different occasions. Davis' 
testimony discloses that at the time of the first purported offering 
of USI stock Amann told him about the device, the purposes of 


the company and the use to which they proposed to put the device in 


relation to railroads and fire detection, Davis never saw 4 demonstration 


of the device nor is there any indication in his testimony that he 
received any literature or any advice regarding the distribution 
of shares to promoters, management and others for services 
rendered. 
Kitain sold about 6,200 shares of USI stock to four customers. 
A.H.R. was one of Kitain's financial planning clients. He 
bought 1,500 shares in August 1960 and an additional 500 shares during 
the April 1961 offering. A.H.R. testified that he received no 
literature. Although Kitain stated that A.H.R. received a report, 
the document to which he refers consisted of a description of the 
devices USI proposed to develop, the proposed use of the proceeds of 
the sale of stock and a description of management personnel. The 
ort lacked financial data and any reference to the distribution 
of Class B stock to Banamenent and others. It is sufficient that 
respondent's brief admits that ". . . Kitain did not go into [us1's] 


financial situation and did not state that management had received 
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stock in consideration for services rendered .. ." 

A.R.M.,to whom Kitain sold 1,200 shares during the first 
offering and an additimal 400 shares during the second offering 
in April 1961, saw sues of the same report Kitain insisted had 
been shown A.H.R. Even accepting Kitain's testimony that he had 
informed A.R.M. that McCarthy had received Class B stock, the 
record contains no indication that he was advised that other shares 
had been distributed. | 

Kitain also sold 1,000 shares to D., his father-in-law and 
2,000 shares to B. through the mails. Neither appeared as a 
witness. Kitain's testimony that the necessary information on USI 
was transmitted to B. in a two or three page handwritten letter 
hardly compels the conclusion that B. was furnished all pertinent 
information. | 

W.D.S. was Roper's customer. He had arenes a meeting in 
registrant's offices at, which the device was tested. He purchased 
2,000 shares of USI in September 1960 but received no Literature 


and no information regarding USI's financial condition. 


A.A.C.R. purchased 1,000 shares of USI through Roper in 


August 1960. Roper told him little, if anything, about the company 


except the proposed use of the device. 

R.M.O., a salesman of Apache's oil programs, a haess 2,300 
shares of USI through Freed in August 1960. Freed furnished R.M.O. 
with a reoner on USI, but the report contained Rasther financial 
information nor advice as to the distribution of Class B shares to 


promoters and others. 
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M.K. and B.B. were both members of an investment club. 
Freed Baarcscas one of the club's meetings as a result of which the 
club purchased 1,000 shares of USI on September 1, 1960. They were 
furnished nothing beyond Freed's oral statements regarding the 


device and its potential. 


B. Faragon 


Paragon Electric Manufacturing Corporation ("Paragon") was 
organized as a Maryland corporation in February 1960 to develop, 
produce and market for the building trade a reusable crimp type 
wire connector known as the Bucap or Dycap. The Bucap and the 
Bucapper, a companion tool used to crimp the Bucap, were both 
developed by Stephen R. Buchanan ("Buchanan"). 

The promoters of Paragon were Buchanan, who had Little pro- 
ficiency as a business man, Carl Gentry, who operated a machine shop 
but had no experience in the electrical field, George W. Owens 
("Owens"), his employee and Leo Goodwin, Jr. ("Goodwin"), a wealthy 
official of an insurance company. Late in 1960 Paragon sought to 
raise capital. After initial discussions between Haight and the 
promoters, registrant was furnished financial statements and projec- 
tions of operations and sales. The projections were optimistic, but 
the company had done no market testing. 


In December 1960 the promoters met with Hodgdon, Haight and 


Guy Luttrell, registrant's executive vice president, at registrant's 


offices. Luttrell's functions included the investigation of real 
estate and industrial situations to determine whether registrant 


should undertake underwritings. Registrant was made aware that 
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Paragon had no tools or production parts. Samples of the products had 


been prepared from temporary molds. The Bucap design was stable but the 
Bucapper or tool had many bugs.101/ The company had orders, for the 
Bucap only, amounting in all to several hundred dollars. Goodwin had 
made loans to the company when its initial funds were exhausted. During 
the discussions with registrant "it was determined that finances were in 
short supply."' The company had been subsisting on the funds borrowed 
from Goodwin totalling $40,000. 

Hodgdon sought assurance from Goodwin that if registrant 
decided to sell the Faragon stock, the proceeds eherece would not be 
used to repay his loans. Goodwin rejected Hodgdon's request that 
he sign an agreement to that effect but indicated, orally, that he 
had no intention of collecting the indebtedness at that time. 

On January 17, 1961, registrant undertook to privately place 
20,000 Paragon shares at $5.50 per share. 102/ All the shares were 
sold between February 3, 1961 and February 27, 1961 to thirteen 
purchasers. Paragon never got off the ground and in April 1963 filed 
a voluntary petition in bankruptcy. An investigation of Paragon's 
affairs authorized by and at the expense of registrant, after the 
bankruptcy, disclosed that $39,699 of the proceeds of ‘the << 
placement had been used to repay the Goodwin indebtedness. Although 

Eventually, it was abandoned. 


No registration statement was ever filed. 
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Luttrell had maintained liaison with Paragon, registrant first learned 
of the repayment’ of the Goodwin indebtedness as a result of the 
investigation. 

Several witnesses to whom a total of 8,550 shares of Paragon 
were sold by registrant's representatives testified to the circumstances 
surrounding their purchases. 

Carr sold 2,000 shares of Paragon stock to D.B.A. and a 
similar amount to G.E.A., a financial planning client. D.B.A. was 
furnished no information of any kind, financial or otherwise, beyond 
a description of the device Paragon proposed to develop. Although 
G.E.A. read extensive material on Paragon's management personnel, 
it is apparent that he was furnished no financial data and knew nothing 
of the company's indebtedness to Goodwin. 

Four customersl03/ purchased 4,500 shares of Paragon stock 
through three of registrant's representatives. None of these customers 
were furnished any financial or other information regarding Paragon 
other than a description of the devices proposed to be developed. 

One saw a pamphlet containing pictures of the Bucap and Bucapper and 


visited Paragon's plant prior to his purchase. 


C. Data Frocessing Corporation of America 


Data Processing Corporation of America ("DECA") was organized 


by H. Jefferson Mills, Jr. ("Mills") in 1959. As expressed in certain 


literature prepared for DPCA, its primary objective was to establish 


and operate data processing service centers in various metropolitan 


areas serving business, industry and government. 


ne 


103/ M.S., A.A.C., W.D.S. and A.H.C.R. 
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At Mills' request, Amann commenced advising Mills as to 
methods of financing DPCA. Amann anticipated receiving a finders fee 
of % of 1% and an agreement to that effect was prepared but never 
_ Signed by DPCA. Later it was agreed that "founders stock" would 
serve as Amann's fee in place of cash. 
In 1960 Amann introduced Mills to Hodgdon for the purpose of 
having registrant consider the underwriting of an issue of DPCA 
stock. In March 1961, DECA prepared a brochure offering 4,000 shares 
at $3.50 per share "on a private basis only," for a total of $14,000. 
Mills and Hodgdon met again in March and June 1961: At the last 
meeting Hodgdon refused to underwrite a DECA issue but advised Mills 
that registrant would be interested in becoming a nearer of a selling 
group if a major broker-dealer would be the eee 
DPCA's main prospect lay in its negotiations with Aberdeen 


Fund for the furnishing of data processing services but they proved 


fruitless. The enterprise failed. 104/ No public offering was ever 


made. In February 1964 DECA's counsel advised that DECA had no 


assets. 

From March through May 1961, before Mills' final conference 
with Hodgdon, Amann commenced purchasing DECA shares. He also 
interested registrant's registered representatives who purchased the 
stock for themselves and their customers. Adnittedly, no regis- 
tration statement had been filed with respect to DPCA's shares. 

104/ A document dated June 30, 1961, prepared to ie an underwriting 
of an issue of DECA stock,includes a statement of financial 


condition which discloses deficits as of December 1960 and May 
31, 1961. : 
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Amann bought 3,500 shares of DECA stock,some at $2 and some 
at $3.50 for a total of $8,400. He retained 1,100 shares, sold 400 
shares to his customers, 1,800 shares to Kitain, 100 shares to 
Haight and 100 shares to Freed. All checks covering purchases of 
DECA stock were made to Amann's order and the proceeds pardioces 
by Amann to DPCA. 105/ 

Amann testified that he showed some of the purchasers the 
March 1961 brochure prepared for the purported private offering of 
4,000 re He did not name these purchasers. The brochure 
describes business, management, aspirations, capitalization and 
stock ownership of the corporation, but contains no financial 
statements or other financial information. Amann agrees that he 
did not tell purchasers of DECA's financial condition. Indeed, his 
proposed findings state only that he "spoke to Burton Kitain and 
Homer Davis about DECA stock" and "suggested to James F. Haight 
and Samuel A. Freed that each ot them may want to purchase 100 
shares of DPCA." 

Amann approached Kitain and furnished him with the March 
1961 brochure.’ Kitain freer 600 shares of DECA for his own 
account and, in addition, sold 100 shares to D. and 100 shares each 
to two customers, A.H.R. and A.L.A., whose accounts have been 


discussed supra. Neither was furnished any literature or financial 


105/ None of the DECA transactions were put through registrant's 
books. Every effort was made by Amann and other registered 
representatives who sold DECA shares to keep Hodgdon in ignorance 
of these transactions. When they were brought to his attention 
in February 1962 inadvertently, through the complaint of a 
customer, he severely rebuked all those involved. 


- JA 226 - 
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information regarding DPCA. Kitain asserts that he told A.H.R. all 


he knew. But he saw only the March 1961 brochure which contained no 


financial data. His proposed finding in respect of A.L.A. indicates 


he told her only that the investment was highly speculative. 


Davis utilized his discretionary authority to sell 100 
shares of DPCA to W.B.C. The record discloses only that Amann 
“spoke to * * * Davis about DECA stock" as shown above. 

It is well settled that theexemption from aot asics by an 
issuer provided by the former Section 4(1) of the Securities Act, 106/ 
which exempted transactions not involving any public offering of 
securities,is not available unless the persons to whom the offer 
is made are shown to have the same kind eG eerie in respect of the 
nome as would have been disclosed by a Sep feorneien statement 
or to have access to such information. 107/ nom. the burden of 
proving entitlement to the exemption from registration is not only 
on the issuer,108/ but also on the broker-dealer oe nets the 
benefit of the exemption. 109/ 

It is abundantly clear that none of the oe to whom 
respondents sold the stock of USI, Paragon or DFCA nore furnished 


the necessary financial or other information. The literature 4 


few such customers received contained no financial data. None of the 


106/ Now Section 4(2). 


107/ S.E.C. v. Ralston Purina Co., 346 U.S. 119 (1953); Gilligan Will 
& Co. v. S.E.C., 267 F.2d 461 (C.A. 2, 1959), cert. den. 361 U.S. 
896. Strathmore Securities, Inc., Securities Exchange | Act Release 
No. 8207 (November 13, 1967). 


108/ S.E.C. v. Ralston Furina Co., supra. 
109/ Gilligan Will & Co. v. S.E.C., supra. 
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purchasers of USI stock, with one exception, was informed of the 


substantial number of the issuer's shares held by promoters and others. 


The vague statement to that exception, i.e., that McCarthy and 
others were receiving shares, is hardly adequate. None of the 
purchasers of Paragon stock were advised of the obligation to Goodwin 
which constituted about 40% of the proceeds of the offering or that 
the proceeds would be used to repay that obligation. Nor can the 
technique of mechanically obtaining investment letters from some of 
the purchasers frustrate the basic policy of registration under the 
Securities Act. 110/ Such investment letters are "necessarily 
self-serving and not conclusive as to their actual intent." 111/ 
Indeed, Amann signed such a letter in USI but, Meverthalessr sold 
some of his shares to his customers. 

Since respondents have not sustained the burden of proof that 
the purchasers of the three offerings were able to fend for 
themselves,112/ it is concluded that they were public offerings requiring 
registration under the Securities Act. 

Respondents urge that since none of the three unregistered 
securities were offered to more than 25 persons, the statutory 
exemption provided by the former Section 4(1) of the Securities Act 


was available to them. This position is predicated upon the publication 


110/ Elliot & Company, 38 S.E.C. 381, 395 (1958). 


111/ Strathmore Securities, Inc., supra, See also B.F. Bernheimer & 


—" 


Co., Inc., 41 S.E.C. 358, 363 (1963). 


S.E.C. v. Ralston EFurina Co., supra, p. 125. 
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in the Federal Register (11 Fed. Reg. 10952, 1946) of a letter form 


of release by the General Counsel written in 1935 113/ which stated, 

in substance, that the Commission had previously expressed the opinion 

that an offering to an "insubstantial number of persons" is an 

exempted transaction under Section 4(1) and that an offering to 

"not more than approximately twenty-five persons is not an offering 

to a substantial number and presumably does not involve a public 

offering."" Respondents assert, that the release had not been revoked 
- | 

or amended at the time of the three purported private offerings 

and was, therefore, binding on the Commission. 

However, respondents overlook the fact that the portion of the 
release on which they rely was merely an introduction to the Commission's 
interpretation of the availability of the Section 4(1) exemption. It was 
not intended to, and did not in fact, represent the Commission's position 
as is demonstrated by the excerpts set forth below which follow the 
introduction and which negate respondents’ position. 

"J would call your attention to the fact that in 

previous opinions it has been expressly recognized that 

the determination of what constitutes a public offering 

is essentially a question of fact, in which all sur- 

rounding circumstances are of moment. In no ‘sense is 

the question to be determined exclusively by ithe number 

of prospective offerees. I conceive.that the following 

factors in particular should be considered in deter- 

mining whether a public offering is involved jin a given 

transaction." (underscoring supplied) 

The release then raises a number of factual circumstances which 
would give rise to serious question regarding the availability of 

| 
——— 


113/ Securities Act Release No. 285, January 24, 1935. 
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the exemption regardless of the number of persons to whom the 
security may be offered,114/ including the statement: 


"J also regard as significant the relationship 
between the issuer and the offerees, Thus, an offering 
to the members of a class who should have special 
knowledge of the issuer is less likely to be a public 
offering than is an offering to the members of a 
Glass of the same size who do not have this advantage. 
This factor would be particularly important in 
offerings to employees, where a class of high executive 
officers would have a special relationship to the 
issuer which subordinate employees would not enjoy." 

115/ 
Accordingly, respondent's contention is rejected. 


The more definite statement furnished by the Division omits the 


names of Hodgdon and Height in designating those charged "singly" with 


violation of Sections 5(a) and 5(c) of the Securities Act. Division, 
nevertheless, séeks a finding that Hodgdon and Haight also violated 
those sections. 

Despite Amann's attempt to conceal the DPCA transactions from 
registrant it cannot escape responsibility for the actions of the 


registered representatives. Amann was an officer of registrant. Its 


1l4/ Cf. S.E.C. v. Ralston Purina Co., supra, stating: "But the statute 
would seem'to apply to a public offering whether to few or many." 
p. 125. 


115/ In his article, "Some Observations on the Administration of the 
Securities Laws, 42 Minn. L. Rev. 25 (1957), former Commissioner 
Orrick referred to a "rule of thumb" that "an offering made to not 
more than 25 or 30 persons who take the securities for investment 
and not for distribution, is generally a private transaction not 
requiring registration." But the "rule of thumb" offers little com- 
fort to respondents since Commissioner Orrick surrounds that state- 
ment with assertions that the principal test is not numbers, but whether 
the offerees need the protection afforded by registration. 
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registered representatives sold DPCA stock to registrant's customers. 
Haight, a vice president, purchased DPCA stock for his own account and 
therefore was aware of the offering and of Amann's activities. The 
offices of registrant were undoubtedly used in effecting sales of the 
stock. Registrant, therefore, is responsible for the acts of its agents 
in the sale of DPCA stock as well as the stock of vst and Paragon. 
Hodgdon, having selected USI and Paragon as private offerings to be sold 
by registrant and by virtue of his position in management bears 
responsibility for the sale of those issues. In addition, for the 
reasons set forth above in respect of respondents’ failure to act in 

the best interests of their clients, Haight and carr also bear responsi- 
bility, as charged, for failure reasonably to aon registrant's 
salesmen with a view to preventing these violations. 

It is concluded, therefore, that registrant and Hodgdon, together 
with Carr in the offer and sale of the stock of Paragon and with Amann 
and Kitain in the offer and sale of the stock of vst, willfully violated 
Sections 5(a) and 5(c) of the Securities Act, and that registrant 
together with Amann, Kitain and Davis willfully violated that statute 
in the offer and sale of the stock of DPCA. It is concluded, further, 
that Haight and Carr willfully violated Section 15()(5)(E) of the 


Exchange Act in connection with the offer and sale of the stock of 


Paragon and USI and that Haight willfully vioiated that section in 


respect of the offer and sale of the stock of DCA. 
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Misrepresentations and Omissions of Material Facts 


vst 


Although Amann's customers were made awsre that the U.S.I. 
stock was highly speculative, he, admittedly, does not believe 
he showed registrant's memorandum of August 19, 1960 to all his 
USI investors. At least et he being informed of regis- 
trent's poor opinion of the stock and was told by Amann that the 
device was well received by the railroad and that the results were 
excellent. None were advised of USI's financial condition and 

117/ 

at least two ksd no information regarding the distribution cf 
Class B stock to promoters and others. Amann represented to one 
customer that U.S.1. had tremendous potential and offered the 
customer an opportunity to get in on the ground floor before the 
company went public through rezistrant who might be interested in 

118/ 
it later. Amenn's letter of July 21, 1961,soliciting purchasers 
for USI's convertible debenture, stated that the stock to be 
acquired upon conversion of the debentures "will be registered" and 
"insedistely [ decone cactee The purchaser of the $10,000 


debenture was not told by Amenn,in sdvence of his purchase, thet 


116/ J.A.R. 


117/ J.4.R., S.L. 


119/ S.L. received this letter. 


120/ A.P.S. 
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the bond was unsecured or that Amann personally would receive 

@ commission of 10% on the transaction. ree ieee repre- 
sented to him that he had received an engineering report on the 
device thet was “gentestie”; thet it wes made by foreign enginéers 
which would give the product a potential foreign market and that 
USI had only 8 small amount of stock outstanding sha he visualized 
the common stock (to which the bonds were convertible) as “really 


rising." 


Two witnesses testified to purchases of USI stock from 
| 


121/ 
Kitain. Both knew that this was a speculative venture but neither 


was informed of USI's financial condition. A.H.R. was told nothing 
regarding the Cless B shares distributed to prompters while A.R.M. 
was informed only of McCarthy's shares. Kitain does not deny that 
A.H.R. invested "with the understanding that my investment would 
ultimately, when the issue went public, be translated into securities 
eat a certain price." Kitain represented to noes Se the venture 
would be profiteble, that USI would go public at e higher price 

leter and that the customer wes coming in on the prorae floor. Kitain 
testified he steted, instead, that the company would have to have 
some kind of an offering sometime in the future to establish a market. 
But the customer's testimony in respect of Kitain's representetion 


st the time of his second purchase of 400 shares during the April 1961 


a eae Unmet nea ae 
T 


12Y <A.H.R., ARM. 


offering, that this wes en opportunity to come in at e more 


favorable price since there would be a public offering at a 


higher price later, remains uncontredicted. 


124 


Two of Roper’s customers, to whom he sold a totel of 
3,000 sheres,were furnished no information relating to USI's 
financial condition or to the Class B shares distributed to pro- 
moters. W.D.S. was not advised of the contents of registrant's 
memorandum of August 19, 1960. 

R.M.O.,to whom Freed sold 2,300 shares,was not furnished 
financisi information or advice regserding the distribution of 
Cless B shares. He was not made awere of registrant's attitude 
toward this venture. Moreover, an investment club which Freed 
adéressed and which purchased 1,000 shares lacked the seme informe- 
tion Freed failed to furnish B.M.O. In sddition, Freed represented 
thet the company would have insurance on McCarthy's life. The 


epplication for such insurance was rejected. 


122/ W.D.S. and A.A.C.R. 
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In making the optimistic coneeacneannas iy Amann in respect 
of USI's tremendous potential, by Kitain as to its prospective 
profitability and by both es to the advantages to te gained by 
purchesing before USI went public, Amenn end Kitein impliedly 
represented the existence of an adequate basis eed In 
the light of the facts set forth above, it is manifest thet at 
the time of USI's first offering there was no besia in fect for 
such representations. Registrant's memorandum of August 19, 1960 
must tere put them on notice of the lack of foundation for their 
statements. Nor did USI's situation improve with the passing of 
time. It remained insolvent. Its deficiencies andi 
losses merely increased. Their representations were, therefore, 
contrary to the -basic obligstion of fair dealing imposed on those 
who engage in the sale of securities to the public. The "fantastic" 
report to which Amann referred was non-existent and his visusliza- 
tion of the price of the stock "really rising" was misleading and 

124/ | 
fraudulent. 

In addition, Amann and Kitsin omitted to inform their 


125/ 
customers of USI's adverse financial condition, of the Class B 


123/ Aircraft Dynamics International Corp., 41 S.E.CL 566, 570 (1963). 
124/ MecRobbins & Co., Inc., 41 S.E.C. 116, 119 (1962), aff'd sub. nom. 


Berko v. S.E.C., 316 F. 2d 137 (C.A. 2, 1963). 


125/ Cf. Sanford H. Bickart, Securities Exchange Act Release No. 8269 
(March 8, 1968). 
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shares which had been issued to USI's promotors and others and 
of registrant's memorandum of August 19, 1960. These omissions 
constituted further violetions of the enti-fraud provisions of 
the securities pee Known or eesily ascertainable facts bear- 
ae on the justification for chelireconmendation should sccompany 
ae The misrepresentations are aot less improper because the 
customers were advised that the stock was soaesigciver oe 
because Amann and Kitsain, themselves, purchased USI ee 

Other salesmen of registrant omitted to advise their 
customers of registrant's financis!l condition, the contents of 
registrent's memorandum of August 19, 1960 and the distribution 
of Class B stock and one salesman falsely stated that UST hed 
insured MeCerthy's life. Moreover, Hodgdon's undertaking to 
sell the USI stock despite his unfavorable attitude toward the 
compsny indicates his willingness to disregerd the basic requirement 
for fair dealing in favor of a profit. 

Paragon 

Carr represented to D.B.A. that the Bucap would be dis- 


tributed by General Electric and Westinghouse; that the customer 


should buy before Paragon went public and he would make a profit 


N. Pinsker & Co., Inc., 4O S.E.C. 285, 291 (1960) 

Martin A. Fleishman, Securities Exchange Act Release No. 8002 
(December 7, 1966); Albert “J- DiGiacomo, Securities Exchange Act 
Release No. 7572 (April 12, 1965). 


Commonwealth Securities Corporation, Securities Exchange Act 
Release No. 8360 (July 23, 1968) 


Alfred Mtiler, Securities Exchange Act Release No. 8012 
(December 28, 1966) ; 
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efter it went public; that there had been talk of @ stock split 
before the public offering. Cerr's testimony failed to refute 
any of these stetements. Carr failed to advise D.B. 2. of Paragon's 
adverse financisl condition. 

Goldberg, one of registrant's salesmen, represented to 
M.S. that Paragon's devices would have good market reception, thst 


the items were patented and that the Navy would set up 6 small 


plent to hendle the items. M.S. was not furnished financial infor- 


mation. 

Registrant's confidential report on Paragon dated Janu- 
ary 17, 1961, directed to "All Representetives”, cerricd references 
to the distribution of Paragon's products to be made “through 
already well established deslers in the trade;" ond asserted thet 
“although the stock is speculative, projected profits seems (sic) 
suitable as well as realistic and market potential appeers suffi- 
ciently significant to insure a good return on an investment in 
this Corporation." 

Owens testified that Faragon never attempted to publicly 
offer its stock, that it had no licensing agreements with any com- 
pany with respect to any of its products and that 4 split of Pseragon 
stock was never proposed. Casrr‘s ststements of aigtribotion of 
Paragon's products by General Electric and Westinghouse, of a forth- 


130/ x 
coming public offering end talk of a stock split were unjustified 


i 
ey 


130/ Cf. Charles F. Lawrence. Securities Exchange Act Release No. 
8213 (December 19, 1967). 
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misrepresentations, having no reasonable basis in fact. His 


foilure to inform his customer of Paragon's poor finencisl condi- 


tion also violated the duty of s dealer in securities to fully 


disclose all the material facts. 

Goldberg's snd Roper's. representations were equally 
unwerranted. There had been no discussions regarding a plant with 
the Navy and Paragon's products were not patentable. 

Registrant's confidential report to its solemn was an 
unsupportably over-optimistic evslustion of the facts available 
to it, prepared for the sole purpose of stimulating the sole of 
Paragon stock. Further, Hodgdon was not justified, in the absence 
of a firm agreement with Goodwin, in assuming that the proceeds 
of the offering would not be used to repsy Goodwin's loea. 

DPCA 

Kitsin represented to A.HB.X.,who purchased 100 shares of 
DPCA stock,that there was a good possibility thet DPCA would get 
8 contrect from Aberdeen Fund. 

Amann sold R.S. 100 sheres in May 1961. He represented 
to this customer thst DPCA wes working diligently on e public 
offering. 

Devis purchased 100 shsres of DPCA stock for W.B.C., a 
member of the armed forces who had given Davis discretionary suthor- 


ity over his account. Davis wrote W.8.C. in June 1961 thet "there 
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will be an initial public underwriting late this yeer or early 


next year. This slso will be a small limited public offering. 
Those buying et that time will no doubt have to a5 considerably 
more than the $3.50 which represents our cost base." 

The above named respondents had no Descente bases for 
the statements and predictions they made. DECA's negotiations with 
Aberdeen never reached the point where en egreenent for DPCA's 
services could reasonably have been anticipated or even described 
es a SS EEG end the representstion ves, therefore, 

A eae : Mills’ intermittent casting about for an underwriter 
of DPCA securities hardly justified either essurence of a public 
offering or the implication of such essurance present in the 
representation that DPCA was “working diligently" toward thet end 
and these statements were unjustified. Even An 6 reasonable 
expectation of a public offering, the prediction thet the price of 
the stock on the future offering would et the originel purchase 
price was utterly without foundation anc, in view of the unseasoned 


132/ 
and speculative nature of the stock, covld not be justified. 


econo Se en ne ee ee ee Se 


13Y/ Cf. Albion Securities Company. Inc., Securities Exchange Act 
Release No. 7561 (March 24, 1965). 


132/ Cf. Linder, Bilotti & Co., Inc., Securities Exchange Act Release 
No. 7460 (November 13, 1964). 


Ven Pek, Inc. 


Van Pak was incorporated under Iowa law in August 1959. It 
was the successor to a firm of the same name that had been certified 


as an Interstate Commerce Commission carrier and had become inactive 


in 1957. Charles N. Barrett ("Barrett"), Van bak's president, had 


been a principal of its predecessor. In 1952 he commenced experi- 
menting with a containerized method of shipping and storing household 
goods. Van Pak was organized to operate as a containerized freight 
forwarder of household goods. A forwarder assumes full responsi- 
bility to the shipper but purchases its transportation througk a 
network of agents from common carriers. 

On February 20, 1962 Van Pak commenced a public offering of 
80,000 of its common shares at $5.00 a share through registrant, as 
underwriter. Registrant sold the entire offering by April 18, 1962. 

At the time of the offering substantially all of Van Pak's 
business was with the Government, forwarding the household goods of 
military personnel. In December 1961, Military Traffic Management 
Agency (‘MIMA'"), an instrumentality of the United States Government, 
had approved Van Pak's tender of service as a result of which it 
submitted its door-to-door tariff or rates to approximately 580 military 
installations within the continental United States and to overseas 
installations, A Department of Defense regulation provides that only 
those carriers will be used which furnish high quality service at 
lowest overali cost to the Government. Van Pak was in direct 
competition not only with van line movers, many having larger fi .ian- 


cial resources, bet also with the MTMA. It is pertinent that the 
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Van Pak prospectus clearly states that Van Pak did not originate 
the containerized transportation method and that it is likely that 
others will use it. 


Barrett ‘testified that Van Pak had no contracts with the 


Defense Department, the State Department or any other government 


agency. He never told oie that Van Pak anticipated government 

contracts. Van Pak had no guarantee of income as a result of 

its tender of service. While the registration ~wasiin preparation 

and thereafter, Van Pak furnished registrant with its financial data. 
In February 1962, the lifting of a freeze on the movements of 

military dependents caused considerable optimism. Barrett addressed 


two meetings of registrant's personnel in March 1962. It is evident 
from the testimony of some of those present at the meetings that 
-Barrett projected Van-Pak's earnings to between | 
$1 to $1.50 per share. The pro forma statements prepared by Van Pak 
indicated substantial increases in net income for 1962 through 1964. 
Prior to the offering Van Pak sought to register its shares 
in the State of Virginia. The Virginia authorities requested Van Pak 
to withdraw its application since Virginia oer hase deny effective- 
ness to the registration statement of an insolvent issuer and the 
financial “enn in its prospectus disclosed that Van Pak was 
Sceeorce 
133/ Code of Virginia, Section 13.1-513(a)(5). 
34/ Respondents urge that insolvency resulted from the Commission's 


insistence that Van Pak write off $208,007 in development costs 
which it, theretofore, had carried on its books as an asset. 
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In April 1962, Hodgdon sold 3,000 shares of Van Pek to 
Mrs. A.S.W., ia women who hed opened an account with him in 1959 
and who recalls no instance in which she did not follow his sonar 
mendations. ‘She testified that Hodgdon represented to her that 
Ven Pak was 8 good investment; hed a new type of container, had 
or would be obtaining government contracts and should therefore 
grow rapidly; would realize profits in s short time. and 
expected to start paying dividends. Nothing was said of Van Pak's 
finsncial condition. Hodgdon esgrees this customer would be willing 
to take his recommondstion, Hestates that he told the customer that 
this was 4 real flyer, a wild and: wooly situation thet held promise 
and he wes quite high on it, but otherwise went into very little 
detail. The Hearing Examiner credits the customer's testimony. 

But even Hodgdon's testimony indicates his failure to advise A.S.W. 
of Van Pak's insolvent condition. 

Height sold 40 shares of Van Pak stock to Mrs. I.H. to 
whom he steted that when the price doubled she could sell half and 
regain her original investment. Haight told her nothing of Van Pak's 
finsncial condition. 


Height told E.W.C. who purchsesed 50 shares of Van Pak that 


the company had defense contracts and should have a4 bright ruture. 


He said nothing of the fact that the stock could not be sold in 


Virginia. 
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On Kitain's récommendation A.H.R., a financial planning 
client, bought 50 shares of Van Pak. A.H.R. was advised that the 
stock was a speculation. Kitain represented further, however, that 
the company had great prospects and that the president! of Van Pak had 
told him that there were possibilities for getting a Defense Depart- 
ment contract. | 

To P.J.K., to whom Kitain sold 50 shares of Van Pak stock, 
he said the company was not making a profit but the stock had fine 
Drospence of doubling itself in about 6 to 9 months, 

C.A.P. and R.S.H. purchased 100 shares and 50 of Van Pak 


stock, respectively, but Kitain told neither of them anything of 


Van Pak's financial condition. 


R.W.B. purchased 100 shares of Van Pak in February 1962 on 


Carr's recommendation before seeing the -prospectus because of Carr's 
insistence that immediate action was urgent since many few shares 
were left. In fact, the issue was not sold out until April. Carr 
also represented to the customer that the company had developed 
a new type of shipping container, that there was a great demand for 
the product, that he was certain the stock would appreciate and 
make money, that it could double or better in 6 mone Carr said 
nothing about Van Pak's financial condition. 

Carr sold 200 shares of Van Pak stock to L.E,C. to whom he 


represented that the stock was one of the most promising issues that 
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had come to his attention and that it couldn't miss. Carr did not 
disclose that ithe stock could not be sold in Virginia. 

Carr failed to disclose any information regarding Van bak's 
financial condition to G.C.C. or J.R.I.,both purchasers of 100 
shares of Van Pak. He did not advise J.R.I. that the stock could not 
be sold in Virginia. 

C.A.S., a financial planning client, purchased 740 shares of 
Van Pak on Adam's recommendations in two transactions, Atos repre- 
sented that Ven Pek was about to get a contract with the Defense Depart- 
ment and that the stock hed an excellent chence of appreciation in a 
short time. Adam did not tell the customer that the stock could not 
be sold in Virginia nor did he mention Van Pak's financial condition. 

N.B. III purchased 100 shares of Van Pak through Kibler who 
represented that Van Pak had developed a new containerized method of 
shipment; that, Van Pak had or expected contracts with the Defense 
Department and other government agencies; that in all probability the 
stock would increase a point or two by fall. H.S.Q. bought 20C shares 
of Ven Pek after being told by Kibler that Van Pak was engaged, with 
government contracts, in overseas heuling of household goods in a 
new form of container. Kibler said nothing about Van Pak's financial 


condition or that the stock could not be sold in Virginie. 


D.R.B. purchased 100 sheres of Ven Pak through Devis. Davis 


represented that this was going to be eo terrific investment; thst the 


customer could not sfford to pass it up; that Van Pek had ea new 
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process of storage or moving; that Van Pak expected to get sub- 
stentisl contracts thet would materislly increase the value of the 
stock and that it was likely to sppreciate 2 or 3 or 4 times in 

8 very short period. Davis said nothing about Van Pek’ s financial 
condition. M.McM., a financiel planning client, portored 50 
shares of Ven Pak on Davis’ recommendation. She eae cor that 
Van Psk had e revolutionary new process of containerized moving 
and that Van Pak was going to have contracts with the Government. 
Davis also sold 100 shares of Van Pak to M.B. He seid he had 

8 rather hot item in Van Pak; thst Van Pak had a relatively new 
item, a steel container; that they expected to make $250,000 

in the forthcoming yesr. M.B. asked for s soe but Davis 
advised he was out of them. When the customer said he would wait, 
Davis urged immediate action saying that if he didn't take it 

then it would no longer be available. 

Harper represented to C.J.M., a financial Sons client 
to whom he sold 100 shares of Van Fak, thet she might be able to 
sell the stock at s much higher price and get a high! xeturn. 

Harper told A.K.D., to whom he sold 100 Seaver that 
Van Pak had e@ new method of moving. He said nothing of Ven Pak's 
financial condition. 

Roper represented to R.C.S. that Van Pak vas going into 
@ new phase of containerized freight and failed to disclose thet 


Ven Pak could not be sold in Virginie. He told H.H.H., who bought 


fifty shares of Van Pak,that the company had a new concept in packing 
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household goods and they ought to make money on it. Roper did not 
advise H.H.H. that Van Pak stock could not be sold in Virginia. 

Flynn represented to 0.L. that Van Pak had an entirely new 
concept in containerized shipping and that it might double in a 
year one one-half or two years. Flynn stressed that the available 
stock was limited because folks were buying it in large blocks and 
urged the customer to quick action. He also stated that growth 
potential of the stock was good because of the government contracts 
they expected. 

Scheytz sold J.E.C. 50 shares of Van Pak but omitted to 
inform the purchaser of the Van Pak's financial condition. 

Roley, a registered representative, omitted to advise J.1.S., 
to whom he sold 100 shares, that Van Pak stock could not be sold in 
Virginia, He told taken to whom he sold 100 shares, that an 
officer of registrant had said that at the end of the year the stock 
would be more/ valuable than any one they could choose. - He neglected 
to say that the stock could not be sold in Virginia. 

Allan Altschull, a registered representative, sold T.P. 


40 shares of Van Pak stock after representing to her that Van Pak 


was expecting to get defense contracts. He said nothing regarding 


Van kak's financial condition or that the stock could not be sold 
in Virginia. 

Luttrell sold E.N.H. 400 shares of Van Pak stock after stating 
they had plans for big contracts with the Government. Nothing was said 


about the company's inability to sell its stock in Virginia. 
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The predictions of profits and price rises hed no reasonable 
Ly i 

basis in fact. The Commission has held repeatedly that predictions 
of substantial increases in the price of speculetive securities 
within short periods of time cannot be justified end ere inherently 
fraudulent. The Soe ee as to the existence of anticipation 
of contracts with the government or its agencies were clearly false 
and fraudulent. 137/ The representations that Van Pak had a new or 
revolutionary type of container, or a new concept, or a new containerized 
method of shipment or a new process were equally misleading. 138/ 
Additional representations including “hot item," meer of 
dividends, the need for immediate action by customer when the issue 
was selling slowly, "can't miss," and "can't afford to pass it up" 
were patently false. Further, respondents' failure to inform customers 
of Van Fak's insolvency and of the refusal of the State of Virginia 
to accept its registration (which obviated the need to explain the 


reason for the refusal) were contrary to registrant's obligation of 


fair dealing. 139 & 140/ 


135/ Shearson, Hamill & Co., Securities Exchange Act Relesse No. 7743 
(November 12, 1965). 


Norman Pollisky, Securities Exchange Act Release No. 8381 (August 
= 1968). 


137/ Alexender Reid & Co., Inc., 40 S.E.C. 986 Got 
138/ R. Baruch and Company, Securities Act Release No. 7932 (August 9, 1966). 


139 & 140/ Martin A. Fleishman, supra. 


Respondent's arguments in justification of their activi- 
ties in the sale of Van Pak stock have been considered and found 
wanting. The "bullish feeling" which respondents contend was 
justified ty Gorgecbic reports from issuer hardly warrants pre- 
dictions of price rises which, even if stated es opinion, bear 
the hallmark of ed The contentions that witnesses might 
have transmuted Ven Pak's actual relationship with the government 
to “government contracts" cannot stand in the face of the testi- 
mony of at least ten witnesses that representations of existing or 


anticipated government contracts were made. Respondents' assertion 


that the salesmen's various statements representing that Van Fak had a 


new and revolutionary process or method of shipment were merely innocuous 
claims that Van Pak was doing something different has little merit. Such 
representations present to the investor prospects of profits to be 
derived from the advantage to be gained, at least temporarily, from a 


virtual monopoly. 


OL 


141/ Alexander Reid & Co., Inc., 40 S.E.C. 986 (1962). 
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Apache Canadian Gas and Oil Frogram 1961 


Commencing in August 1961, registrant participated in the 


| 
offering of Apache Canadian Gas and Oil Program 1961) ("Apache 


Canadian") at theprice of $5,000 per unit. The proceeds of the 
offering were to be used for the exploration and development of 
Canadian gas and oil leaseholds. The cover page of rhe prospectus 
stated that each unit is subject to completion costs which cannot 
exceed $2,500. Elsewhere in the prospectus it was indicated that 
if any well drilled has encountered reserves of as oa oil in 


commercial quantities, Apache Corporation ("Apache") will impose 


additional assessments. 


In September 1961 Earper sold a unit of Apache Canadian to 
A.K.D., a financial planning client. A.K.D. was entirely inexperienced 
in the securities field and relied upon Harper Sem 

Apache advised registrant and the latter paroomed its 
salesmen of Apache's policy that investors who assunc the risks inherent 
in gas and oil exploration should be in the 487% tax bracket and ina 
position to sustain that bracket, prospectively, for at least five years. 
Harper was aware of this policy which registrant adopted. He had 
no reason to assume that A.K.D. could qualify. His 
belief that extensive capital gains over a period of two years might 
place her in the 482 bracket for those years does not meet the policy. 


Harper's statement that he told A.K.D. about the 48% tax bracket at the 


time of her purchase of the oil program (albeit, without adding the need 


for sustaining that bracket for at least 5 vears) is not credited. But 


142 “What he recommended, I boucht." 
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even if accepted, it would not justify his recommendation in the 
face of A.K.D.'s inexperience and reliance upon him. 

Harper told A.K.D. that the investment would really grow into 
something profitable and that the tax benefits inherent in the 
investment would affect, at least in part, the customers! capital 
gains arising out of the sale of securities. 

It is readily apparent from A.K.D.'s correspondence with Harper, 
even apart from her testimony as to conversations with him, that 
she was informed only of the initial $5,000 cost of the unit. Harper 
did not advise her of either the $2.500 assessment for completion 
costs to each unit or the additional assessments which might be made, 
as set forth in the prospectus. Harper's assertion that the additional 
assessments 143/ came as a surprise to him and caused him to protest 
the assessments is not. supported by the record which contains only 
references to, communications with the issuer relating to the Harper's 
mistaken impression that Apache would handle financing of investors! 
assessments beyond the $7,500 figure. 

Some few months after her purchase of the program,A.K.D. indicated 


to Harper her displeasure with the investment and its continuing 


obligations and commenced a series of requests that it be sold. On 


various occasions, however, Harper assured her that it would be a 
mistake to get out; that she was lucky to be in it; that he knew of 
Several anxious buyers; that it had a fine potential and over a period 
of years she could ultimately realize $125,000 or as much as $250,000. 


FL Ne 


4Y A.K.D.'s investment in this program increased to about $15,000 
by 1964 due to additional assessments. 
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In addition, in periodic written analyses 33 A.K.D.'s portfolio 
Harper ascribed various values to the unit and commented on its future 
potential. On February 8, 1962, he used "$7,500," the amount 
representing the actual cost of the program, until a full evaluation 
is completed." He noted, however, that "Bids some Em as high as 
$25,000 per unit. This may be considered under eesinartont The value 
figure in his analysis of January 8, 1963 is not decipherable. But he 
stated there: "Also, the estimated income should run as much as $40,000 


within the next 15 - 20 years."" The analysis of August 4, 1964 carried 


a value of $24,120 and later Harper increased that sum to $35,000. 


Some time in February or March 1962, Harper told C.E.B., another 


of his financial planning clients, that Apache Canadian looxed like one 


of the best programs Apache ever had, but that it was too late to acquire 
| 144/ 


one in the usual way since they were no 1onger available from Apache. 
This was merely a prelude to his recommendation that C.E.B. purchase a 
unit of Apache Canadian from Roper who was now offering for sale a unit 


he had previously acquired. Harper arranzed the sale trom Roper to C.E.8. 
145/ | 
for the sum of $12,050.00, on which Roper made a profit of $5,000. 


At the time, in 1962, when he recommended the program so 


144/  C.E.B. was not in the 48% tax bracket. Harper testified that C.E.B. 
was reluctant to reveal his income for some time and that he didn't 
know about C.E.B.'s bracket. 


145/ It would appear, despite a document entitled "Sale and Trust Agreement 
dated January -l, 1962," that the sale did not ioccur until December 
1962 and the earlier document was prepared to assure that C.E.B. would 
be entitled to tax. benefits accruing from ownership of the unit during 
the year 1962. Thus, a letter from Roper to C.E.B. dated December 12, 
1962 refers to C.E.B.'s “option to buy" the program and Harper's 
review of C.E.B.'s portfolio in August 1962 = no mention of the 
unit. 
C.E.B."s total payments in December 1962 were | ‘$s, 250, of which Roper 
received $12,050, the balance representing additional assessments. 
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highly to C.E.B., Harper was hardly in a position to have sufficient 
concrete information to warrant his representation. The program had 
been offered on August 21, 1961. In his evaluation of the program 
for A.K.D. on February 8, 1962, Harper used merely cost plus as value 
because it was too early to make an evaluation. 

In July 1962, Apache advised Roper, by letter, that it offered 
him the sum of $9,700 for the unit, assuming the most recent eid 
ment had been paid,which would bring total payments up to eae 
Without regard to the ambiguous testimony by C.E.B. as to whether he 
was informed of Apache's bid, Harper must have seen Apache's letter 
before the transaction was completed despite his testimony, first 
denying it and later expressing uncertainty. Whether, in view of the 
various discount factors applied by Apache, the bid was indicative of 
the value of Roper's unit is not controlling. Inasmuch as it was the 
only bid for Roper's interest, Harper should have given it some 
consideration in evaluating his recommendation to C.E.B. which brought 
Roper a 40% profit on his investment. Even without the discount 
factors, but predicated on the fact that Roper had not paid the most 


recent assessment of $2,500, Apache's valuation would fall far short 


of the $12,050 paid by C.E.B. 


In Harper's various analyses of C.E.B.'s property and portfolio 
and in other correspondence, Harper valued C.E.B.'s Apache's Canadian 
program on January 3, 1963 at $22,000; on February 24, 1964 at $30,000; 
and on February 27, 1964 he advised C.E.B. that according 


to the president of Apache it had a possible worth of $100,000. 
a ee 


146/  aApache's bid is predicated upon a discount of 5% plus a second 
discount, of 20% "for risk and profit." Apache reserved a right of 
first refusal to purchase investors! interests. 
- JA 252 
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A vice president of Apache Corporation testified there was 


no basis for the valuation of $22,000 as of June’ 1963 or of $30,000 


and $100,000 as of February 1964. In a letter from Apache to Harper 
and Richardson dated May 7, 1964,Apache gave an admittedly ultra- 
conservative evaluation of $7,054.00 to the Canadian Apache Program. 

Harper asserts he obtained the valuation figures, income 
projections and other data appearing in his analyses of A.K.D.'s and 
C.E.B.'s accounts from Apache. Some of the eocmenee on which Harper 
relies to support representations of value are seis reports by 

| 

Apache to participants, none of which contain any estimate of value. 
Other Apache reports contain estimates of “ultimate gross income" 
which, of course, is not commensurate with current ee All the 
reports are replete with caveats. Harper points, in addition, to 
Apache's letter of December 11, 1962, which refers me an expectation 
of “a future income in excess of $20,000" and continues: 


"Were one to sell a unit at the present time I 

would think the investor would hope to realize $15,000 

to $20,000 from it. A liquidating figure would be 

somewhat less than this figure." 

| 

But the letter is self-defeating for Harper's purposes. "Future 
income" is too indefinite as to time to warrant a plausible estimate 
of current value of an amount equal or nearly equal to that ascribed to 
future income, especially where income is the sine qua non of value. 
Harper should net have relied on it. 

Harper also places reliance on an undated typewritten bid 


directed to Haight in the amount of $15,000 for his unit. The figures 
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"6/62" appear in ink at the top of the letter. Harper states the 


date is in his handwriting and that he saw the document in the 
middle of June 1962. But he cannot recall when he wrote the date. 
Since he must have had a special reason for inserting the date, 
his failure to recall when he wrote it is discredited as is the 
existence of the letter at that time. 

In any event neither of the aforesaid letters would justify, 
as fair and reasonable, his recommendation in February or March 
1962 that C.E.B. purchase this unit at $5,000 over Roper's cost. 

The Hearing Examiner credits Harper's testimony of July 1965, 
taken during the course of the investigation, that he is sure 
he told Hodgdon, Haight and Carr of the Roper CaRepetreneaccion 
as against his testimony at the hearing that he can't be-certain 


that he mentioned it to anyone at registrant. 
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Harper's activities in respect of the sale of Canadian Apache 


to these two clients and his representations to them thereafter in 
respect of the value and future realizations from that security pre- 
sents a reckless disregard of his duty and responsibility of fair 
dealing.147/ To recapitulate briefly, he put A.K.D. into tne security 
despite her inadequate tax bracket. He did not know whether C.E.B. 
qualified in that respect. His recommendation that C.E.B. purchase 
Roper's shares at a price $5,000 in excess of Roper's investment 
without any reliable evidence of its value constituted a palpable 
fraud ie C.E.B. for Roper's benefit. He failed to advise A.K.D., 
a particularly unscphisticated investor, of her additional financial 
obligations under the program over and above its initial cost. The 
testimony of Apache's vice president discredits any reasonable basis 
for Harper's predications of ultimate realizations of $125,000 to 
$250,000 to A.K.D. and $100,000 to C.E.B. and for 'the various valuations 
he assigned to the program in his analyses to both clients. 

Roseville-Detroit Limited Fartnership | 

The Roseville-Detroit Limited Partnership (Roseville-Detroit) 
was organized in December 1963 by Hodgdon and Baskin, as general 
partners and promoters, to acquire title to a department store property 
in Roseville, Michigan. Limited partnership interests were offered 
to the public pursuant to full registration at $1,000 per unit commencing 


March 2, 1964. Registrant was the underwriter. 


147/  J.A. Winston & Co., Inc., Securities Exchange Act Release No. 


7337 (June 8, 1964). 
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The initial registration statement filed with the Commission 
stated the intention "to provide for a return to the Limited Fartners 
equal to 9% of their cash capital contribution." Thereafter, a 
letter of comment by the Commission's Division of Corporation Finance 
pointed out that "inasmuch as distributions made to the Limited 
Fartners will represent both investment income and a return of capital, 
the references to a 9% return on capital contributions should be 
deleted to avoid statements which seriously overstate the true rate 
of return on the proposed investment." The letter also suggested 
that the prospectus point out that, based on tabular presentations 
in the registration statement, "the true rate of return on invested 

—_—— nnn 
capital is approximately 4% for the first year." 

Although Hodgdon, Baskin and their counsel disagreed with the 
comment set forth above, the initial prospectus was revised and 
that issued on March 2, 1964 stated that $40 of the first year's 
distribution of $90 "will be a taxable return on investment (representing 
a 4% return on invested capital during the first year), while $50 
will represent tax-free return of capital (generated from the excess 
of the provision for depreciation of fixed assets over amortization 
of mortgage principal)". The prospectus also disclosed that upon 
the completion iof the offering no market will be established for 
the limited partnership interests and that no broker-dealer activity 
or market can be expected to develop other than isolated brokerage 
transactions effected through registrant. 

Sales meetings of registered representatives at which the 


Roseville-Detroit offering was discussed were eddressed by Hodgdon, 
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Haight and Baskin.. The registered representatives were 
menened that the return or income or yield would be either $90 or 
9% or both. A summary of information in respect of the Roseville - 
Detroit offering entitled GEM STORE - DETROIT, MICHIGAN was distributed 
to the salesmen. The summary contained the following statement: 

“WHAT YOU GET - (1) Income @ 9% payable quarterly." 

Haight sold to G.M.B., a financial planning client 5 units 


of Roseville-Detroit. G.M.B. testified Haight said she would receive 


a high rate of return of 7 to 8% or 7 to 9% and a tax shelter. 


| 
Haight testified he told G.M.B. the expected payout was 9% or $90 


per unit or both. 

B.B.N. purchased 5 units through Kitain. He testified Kitain said 
that the rate of return would be about 9% of which 50% would be 
non-taxable. Kitain says he told B.B.N. that the distribution would 
be at least $90 per unit. In either case B.B.N. was not told that 
the distribution on his investment would be,in parte return of 
capital. B.B.N. considered the distributions received from his invest- 
ment the same as a dividend from General Motors stock. 

J.R.W., Jr. bought one unit of Roseville-Detroit on Harper's 
Scenario Harper informed him that Roseville-Detroit had an 
income provision of approximately 9%. Nothing was said about 
marketability or tax advantages. J.R.W. was not informed that part 
of the funds he received would be a return of capital. 


R.W.B. purchased two Roseville-Detroit units through Kibler 


who said he would receive a 9% return on his investment and more. 
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Kibler testified, he stated, in addition, that the customer could 
anticipate the return would be tax-sheltered and had explained the 
meaning of the term to R.W.B. on earlier occasions. 


In letters by Adam to G.Y.G., a financial planning client, 


and to two other customers relating to the Roseville-Detroit offering, 


Adam stated, variously, that it “yields 9% with about one-half of 
it tax sheltered" and "we get a 9% return". 

Resnick told M.1.B., who bought one Roseville-Detroit unit, 
that there was a guaranteed 9% return and it had income tax shelter. 

John F. Saffer, Jr. wrote to three customers describing the 
Roseville-Detroit offering and in each letter he stated: "This 
investment is designed to retum 9%, part of which is tax sheltered." 

As one of the general partners of Roseville-Detroit, Baskin 
was directly interested in assuring completion ot the distribution 
of the issue. Baskin attended registrant's sales meetings at which 
the Roseville-Detroit underwriting was discussed and agreed he 
addressed those meetings once or twice. Regardless of whether he, 
Hodgdon or Haight actually informed the salesmen that the rate of 
return on a Roseville-Detroit unit would be $90.00 or 9%, or whether 
Baskin actually furnished the information from which the memorandum 
distributed to salesmen stating "Income @9% payable quarterly" was 
prepared, he was Present at the meeting and must have been aware of 


the memorandun. 
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Baskin asserts that the only allegation charged against him 
"singly" is not supported by the record. The allegation is found 
in subparagraph LIB(12) of the order for Se eeriee which asserts, 
in substance, a failure of supervision. Baskin's position has merit. 
He did not function as a vice president or director. 148/ His 


position as assistant to. the president required him to do, in effect, 


_whatever Hodgdon asked him to do. The record does not establish 


that this included any supervisory duties other jthan to review 


correspondence after it had been forwarded, from the end of 1963 to 


early 1964. 149/ 


But Baskin is also charged by the order for proceedings with 


acting "in concert" with other respondents in the making of untrue and 
misleading statements of material fact and in. omitting to state 
material facts regarding the rate of return on the Roseville-Detroit 


Securities. He was present when oral statements! were made to 
| 


registrant's representatives as to the rate of return. He knew of 
the written material distributed to registrant's salesmen and he 
knew that both the oral and written material were intended for 


repetition by the salesmen to prospective purchasers. He knew that 


the registrant's predictions as to return and income were in direct 


contradiction of the letter of comment by the Division of Corporation 
* Finance with which he disagreed, but which was followed in 

Roseville-Detroit's final registration pratenenes These factors 

constrain the conclusion that he acted, in participation with the 


others responsible, in a scheme to defraud.150/ 


148/ Division's reply brief states "no objection" to Baskin's pro- 
posed findings to that effect. | 


149/ Cf. Schmidt, Sharp, McCabe & Company, Incorporated, Securities 
Exchange Act Release Now 7690 (August 30, 1965)... 

1s0/ Billings Associates, Inc., Securities zacchange Act Release No. 8217 
(December 28, 1967), p. 5. - JA 259 - 


- 130 - 

Baskin urges that the existence of an agreement is essential 
to establish a scheme to defraud. He concedes that "the 
‘apreement' can either be expressed, or inferred from the conduct of 
the parties |charged," but contends that even such an agreement is” 
absent here. It is too plain to require extended discussion that, 
even granting that Baskin neither made the oral statements referred 
to above nor prepared the sumsary distributed to salesmen, his 
knowledge of both, without protest, demonstrate his tecit approval 
from which his agreement to these activities may properly be inferred. 
ete ho oe [Plarticipation in a scheme may be shown from the surrounding 
circumstances if they should have alerted the persons to the existence 


of such schene." 151/ 


Baskin contends,further, that even if 9% were represented 
as the true rate of return it would not be a misrepresentation; that 
neither 4% nor 9% may be characterized as a rate of return; that 
aS a sound economic fact, it is impossible to ascertain the "true"! 
rate of return until the property has been sold because depreciation 
allowances taken by the owners of real property do not represent 
the actual degree to which the property may have depreciated. He 
argues that Division's position that "taxable return" and “true 
return" are equivalent is untenable, pointing to the provisions for 


"recapture" in the Internal Revenue Code which provide for upward 


adjustment of underestimated taxable returns reported in previous 


periods. 
a a a 
15’ Billings Associates, Inc.; supra. 
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But even the acceptance, arguendo, of these “economic realties" 


would not aid Baskin's case. Rather, they would mark as premature, 


without reasonable basis in fact and, therefore, as misrepresentation, 


the 9% return which registrant represented to its salesmen at the 
Roseville-Detroit sales meeting. Moreover, Baskin completely over- 


looks the reference to "Income at 9% * * *" in the memorandum distributed 
to salesmen. Certainly "income" cannot be said to! denote any of the 


concepts Baskin would attribute to "return". 


152/ At the close of Division's case Baskin moved to dismiss the 
order for proceedings as to him. The Hearing Examiner reserved 
decision since, under Rule 1ll(e) of the Commission's Rules of 
Practice, a ruling by a Hearing Examiner which disposes of all 
or part of a proceeding may be made only in his intial decision. 
The motion is denied: 
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The representations set forth above in respect of the offer 


and sale of units of Roseville-Detroit constituted violations of 

the anti-fraud statutes of the securities laws. Full disclosure 

would have required that customers be informed not only of the 

anticipated 9% or $90 distribution, but also that, as indicated in 

the prospectus, $40 thereof would represent taxable income on the 

investment and,as an adverse factor which might affect the customer's 

investment decision,153/ that the balance of $50 would constitute 

a return of capital. The statement by Kitain to his customer that 

50% of the return would be non-taxable is hardly adequate. Moreover, 

the fact that some of these customers may have received prospectuses 
154/ 

does not cure the misrepresentation. Further, they had no conception of 

the meaning of the tax-free return of capital referred to in the 

prospectus, of which their salesmen were aware. The lack of under- 

standing on the part of G.M.B., Haight's client, has been demonstrated 

above. She understood tax shelter to mean she paid less taxes. 

G.Y.G., Adam's client,had, in Adam's words, “complete lack of knowledge 

of investuents." M.1.B. was a completely unsophisticated investor. 

B.B.N., Kitain's client, considered his distributions from Roseville- 

Detroit the same as dividends from General Motors. The testimony of 

R.W.B., Kibler's client, ataptays utter confusion. Harper's repre- 

sentations of anticipated income of 9% to J.R.W. needs no further 

comment. In view of the background of the ultimate language in the 

prospectus, registrant's statement predicting income at 9% in its written 


summary was flagrantly fraudulent. 


EE LE TG EE aD ES SEED 
153/ Cf. Charles P. Lawrence, Supra; Richard J. Buck & Co., Securities 
Exchange) Release No. 8482 (December 31, 1968). 


154/ J.E. Howell & Co., Inc., Securities Exchange Act Release No. 8087 


(June 1, 1967) p. 4. . - JA 262 - 
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It has been found sbove that Baskin perticipated 
“with the others responsible" in a scheme to defraud in the offer 
end sale of the Roseville-Detroit security. Hodgdon end Haight 
hed the same knowledge ascribed to Baskin in reaching thet deter- 
minstion and are "the others responsible" for the scheme to 


defraud. 


It is concluded, therefore, that Section 17(a) of 
the Securities Act, Sections 10(b) and 15(c)(1) of the Exchange 
Act, and Rules 10b-5 and 15cl-2 thereunder, were wilfully 


violated by the registrant in the offer and sale of ell the 


securities set forth below and by the individual respondents in 


the offer and sale of the securities indicated below as pertaining 
| 


to them, end seid individual respondents sided and abetted 


registrent's wilful violations of the eforesaid sections end rules. 

As to USI; Amann and Kitain. 

és to Persgon; Cerr. 

As to DPCA: Amann, Kitsin and Davis. 

As to Van Pak; Hodgdon, Height, Kitain, Cerr, Adam, Kibler, 
Davis and Harpers 

As to Apache Cenadian; Harper . 

As to Roseville-Detroit; Haight, Kitsin, Herper, Kibler, 
Adam and Baskin. 


\ 


Further, for the reasons set forth above, Hodgdon is found to 
have wilfully violated the aforesaid sections and rules in the 
offer and sale of all of the aforesaid issues except DPCA, by virtue of his 


position and responsibilities in connection with the) management 


of registrant. Registrant, Haight and Carr wilfully violated 


Section 15(b)(5)(E) of the Exchange Act in failing to reasonably 


discharge their supervisory duties. Carr, however,is not responsible as to 


DPCA. 
- JA 263 - 
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II. Books and Records - Failure to send Confirmations 

Van Pak 

Upon learning that the stock of Van Psk could not be 
registered in Virginia, Hodgdon ennounced to registrant's salesmen 
thet counsel had advised that sales to Virginia residents were 
unobjectionable if made outside of that state; that, if possible, 
it would be preferable to use e legitimate eddress of the customer 
outside of Virginia to which to mail confirmations; that if 
the sele was ae ate in Virginia the confirmation must be marked 
See Hodgdon steted that he knew registrant could 
not solicit “onia large concerted scale" in e state in which the 


security was not registered. Although he did not define a "lepiti- 


mete address," he advised the registered representstives that they 


could solicit at business addresses of prospective purchasers 

outside of Virginia. Apparently, he considered federal installs- 

tions es “outside of Virginis,” even if located in Virginie. 
Registrant's order clerk testified that during the Ven Pak 

distribution the trading department was instructed thet confirmations 

directed to Virginia residents were to be marked as unsolicited 

orders. Since even the order tickets of salesmen who testified 

they were not swere of the problem conteined the “unsolicited” nota- 

tion, the instruction must have been construed to include order 


tickets. 


= 1ss/ Several different terms or words were used in marking order 
tickets and confirmations to denote that the order had not been 
solicited. For simplification, the term “unsolicited” will be 
used to represent all these variations. 
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Respondents pe cont thet the term "unsolicited" was 
intended to mean not solicited in the State of Virginie. But 
this interpretation is inconsistent with Hedgdon's preference | 
that an address outside of Virginia be used for confirmetions. 


Under respondents‘ professed understanding of the meaning of the 
; i 156/ 


term, that device would have been entirely superfluous. 
Moreover, the record conteins instances in which Virginia residents 


were actually solicited in Virginia, yet their confirmations were 
157/ 


marked "unsolicited." 


Since the record does not establish that the order tickets 
15y 


were marked "unsolicited" by the salesmen, they cannot be said 


to have sided end abetted in the making of false entries in regis- 
trant's records. Having instructed the registered representatives 
and the trading department as to the procedure to be followed, 


Hodgdon shares responsibility with registrant for the fictitious 


entries. 


Amann and Kitain sold shares of USI,which they had 


purchased, to a Mr. C. and to A.H.R., respectively. Both were clients 
159/ 
of registrant. A.H.R. made his check payable to Kitain because 


156/ This was not the first time the registrant faced this problem. In 

connection with the Watson distribution in which registrant was 
underwriter, confirmations of sales to some Virginia residents 
were forwarded to the office of an attorney in = D.C. 
The practice ceased when he protested. 


157/ It is unnecessary to discuss the propriety of registrant’ S assump- 
tion that solicitation of Virginia residents made outside of 
Virginia was proper. 


158/ Except Carr who marked an order which was, in fact, unsolicited. 


159/ C. did not testify. 


—_— 
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Kitain asked that it be done that way. Amann testified C. was one 
of the persons who bought "behind me". A.P.S., who purchased 
the convertible debenture, thought he was dealing with registrant 


but acceded to the request of Amann, an officer of registrant, to 


make the check payable to USI ~ and “send it to registrant, to 


Amann's attention. None of these transactions passed through regis- 
trant's books. None of these customers received a confirmation. 

It does not appear that at least A.H.R. and A.E.S. had reason to 
believe they were not dealing with registrant. 

Kitain sold DPCA shares to one of his customers and Davis 
to four. All were clients of registrant. Registrant's stationery 
and facilities were used by the salesmen in effecting these trans- 
actions. The customers did not receive confirmations. 

These circumstances, compel the finding that the aforesaid 
transactions in the stock of USI and DPCA were effected by 
registrant.160/ 

Accordingly, it is concluded that registrant, aided and abetted 
by Hodgdon wilfully violated Section 17(a) of the Exchange Act 
and Rule 17a-3 thereunder; and that registrant, aided and abetted 
by Amann , Kitain, and Davis, wilfully violated Section 15(c)(1) 
of the Exchange Act and Rule 15cl-4 thereunder. 


SSS NO rs te a ae ET 
160/ C£. R.D. Bayly & Company, 19 S.E.C. 773, 786 (1945). 


IIl. Failure to Amend B-C0 Application 

During the relevant period registrant failed to file amend- 
ments to its application as a broker-dealer reflecting Amann's 
election as ea vice president in February 1960 and as 
director in Merch 1960, Luttrell's election as executive vice 
president end director in lste 1960 and Louis E. Shomette Jr's 
election as sa vice president sand BItCekOr in May 1962. Respondents - 
urge that the function of preparing such eaendments vas delegated 
to Hodgdon’s secretary. Neither thet delegation nor the fact thet 
the registrant's minute books reflect these changes either excuse 
the violation or refute "wilfulness". Obviously, if Hodgdon 
delegated the function,he wes aware of the Serer for its proper 
performance and sssumed the responsibility therefor. Any other 
interpretation would, in effect, nullify the —— 

Accordingly it is concluded that registrant, sided and sbetted 
by Hodgdon, willfully violated Section 15(b) of the Exchange Act 
and Rule 1563-1 thereunder. | 

Division seeks to charge Haight, Carr and Amann with the same vio- 
lation presumably on the theory that each of them was an officer 
of registrant st the time one of the chenges in officers and directors, 
set forth above, occurred. Since these respondents had no responsi- 


161/ 
bility in this area, the sllegation is dismissed as to them. 


161/Schmidt, Sharp, McCsbe & Company, Incorporated, Securities Exchange 
Act Release No. 7690 (August 30, 1965), Midwest Pisnned Investment, 
Inc., Securities Exchange Act Release No. 7564 (March 26, 1965). 
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Iv. Failure To Transmit Funds Promptly 


Registrant, as underwriter, engaged in the sale of Southeastern 
Mortgage Investment Trust shares. The record shows substantial delays 
in the transmission to the issuer of funds registrant received from 
the sale of these shares in respect of over 170 transactions during 
January and February 1964. Most transmissions were made within 6 to 
10 days after receipt of the funds. Some delays were within the 11 to 
22 day range. Registrant admits it failed to place the funds in escrow 
as required. 162/ 

Registrant's cashier was responsible for the transmission of funds 
received on shares sold pursuant to an underwriting. His general 
practice had been to transmit such funds within 48 to 72 hours after 
settlement of the transactions. It appears, however, that during the 
period when the transmission of funds was delayed, registrant was in 
the midst of converting its accounting system and the cashier was running 
two parallel operations and was deluged with work. Everything he did 
in his own installation had to be repeated for the new equipment or 


service. 


Registrant's practice of transmitting funds in.48 to 72 hours 


in other underwritings is a ready indication that it must have known 


it held the fund's overlong. Any reasonable construction of the term 


"promptly" would require a finding that the rule was violated. 


162/ Rule 15c2-4 under the Exchange Act. 
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It is concluded therefore that registrant wilfully violated 


Section 15(c)(2) of the Exchange Act and Rule 15¢2-4 thereunder. 
Public Interest 

In July 1964 (directly following the end of the relevant 
period) Hodgdon's stock ownership in registrant mae substantially 
reduced by registrant's scquisition of part of his holdings -end he 
ceased participation in day to day management. His remaining stock, 
between 30-40%, was redeemed by registrant in Decenber 1965. As 
of the close of the hesrings he was no longer engaged in the securi- 
ties business. When Hodgdon left management in July 1964, Haight be- 
ceme president and owner of sbout 35% of registrant's stock; Carr 
owned over 10% of registrant's stock and was reeees 8 vice president; 

ced } Sy Mochi betier, Karpov herent ci Mette. greece hcel 
Kitain became ae vice president, and 8% stockholder and Adam became a 
vice president and sea : 

Division urges that public investors should nb longer be 
endengered by these respondents and recommends that the broker-dealer 
registration of registrant be revoked and that all individusl respond- 
ents be barred from association with any broker or deoler. | 


Verious factors have been urged by the respondents in mitiga- 


tion as werranting the imposition of no sanction. Due to the adverse 


163/ These figures are furnished by respondents’ proposed findings. 


164/ These include sll respondents except Amann and Baskin. Until 
they are specifically named, Amann and Beskin are not referred 
to in this portion of the initial decision. 
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publicity stemming from the institution of these proceedings 
registrant hes suffered damage to its reputation, loss of personnel 
and s severe decline in its business. The defense of this proceed- 


ing has involved great expense. Since July 1964 registrant has 


altered its policies and practices. It does not engage in private 
placements. Its listed business has increased to 58% of ite sources 
income. Registrant no longer underwrites real estate limited 


partnerships or small speculative industrial enterprises. As of 


1966 participation as an underwriter or selling group member repre- 


sented about 5% of its gross volume. Securities research is now 
provided by member firms of the NYSE. Further, registrant has 
imposed more stringent controls over its personnel, has taken other 
Steps to assure adequate supervision of customers' accounts, 
adherence to financial plans and no excessive activity or large 
commitments in speculative securities. It has installed a system 
for monitoring telephone calls, permits no discretionary accounts 
except under extraordinary circumstances and has employed an 
attorney on a full time basis whose functions relate to regulatory 
matters and to assist Haight in the supervision of sales activities. 
Haight now devotes 80% of his time to managerial duties. 

Hodgdon was the architect of registrant's operations. He 


selected all its underwritings and the securities in which it 


traded. He prepared its advertising and radio broadcast material. 
His methods sought and achieved the relationship of trust and con- 


fidence with registrant's clients and his complete indifference 


- 141 - 


to supervision led to the abuse of that reletionship. He allowed 
registrant to proceed with the USI offering despite ibis own poor 
epinion of it. He permitted the distribution of false memoranda 
on Paragon and Roseville-Detroit to salesmen. He furnished his 
eateenen the unjustified rate of return Drediantonston the real 


estate syndicetion units. The entire record of this proceeding 


discloses that he gave mere lip service to the benefits of financial 


Planning. Hodgdon should be barred from association with any broker 


or desler. 

In imposing senctions as to the remaining individuel respond- 
dents the Hearing Examiner has considered, in addition te the fore- 
going mitigstive factors, that they were under the direetion of 
Hodgdon who was in sole control of registrant, thet, with the 
exception of Haight, their employment by remecrancines their first 
association as registered representatives qualified to sell securi- 
ties with a broker-dceler. No prior disciplinary poets have 
been instituted ageinst any of them or sgeinst Haight. The Hearing 
Exeminer has also considered that during the prewar pericd, 
the sale of real estate limited partnerships was 8 beletively new 
field of sctivity in the securities business. absent these consid- 
erations( end the extensive changes made by registrant's new mansge- 
nent} which are designed to more closely control their activities, 
the misconduct of virtually all these respondents would require ea 
permanent bar. This does not mean, however, that ell can escape per- 
manent ber or that those that do so can escape withoot severe senc- 


tions. The offenses were too crave. 


a er = 


Haight's culpability is too serious and extensive to werrent 
less than permanent bar. Height wes employed by a broker-deeler 
for about two years before joining registrant. Despite Hodgdon's 


control, Haight, es vice president in charge of sales, had direct 


responsibility for supervision end failed to properly supervise 


registrant's salesmen. He must have acquiesced in Hodgdon' s 
obviously deliberete inertie in that direction which led, among 
other things, to the loading of customers' sccounts with securi- 
ties from which registrant end its selesmen gained most end in which 
Height and ell these respondents participated. Height and each of 


them, except Carr, also misrepresented anticipated returns from 


real estate syndication units which could not be supported by the 
165/ 
prospectuses. | They should not have relied blindly on Hodgdon's 
166/ 
rate of return. Moreover, the record discloses thet Height's 


activities included conspicuous mistreatment of financial planning 
customers’ accounts in other respects, improper conduct in respect of 
the sale of Van Pek sheres and participation in the dissemination 

by registrant of improper information to its selesmen in connection 
with the Roseville-Detroit offering, with knowledge of the exchange 


167/ 
of letters between registrent and the Division of Corporation Finance. 


aa 


165/ “[T]he information in a prospectus furnishes a background against 
which a registrant and its salesmen can test the representations 
they are making, and those who sell securities by means of repre- 
sentations inconsistent with the information in the prospectus 
‘do so at their peril'." J.r. Howell & Co., Inc., supra. 


Walker v. S.E.C., 383 F.2d 344 (C.A. 2, 1962). 


Registrant's salesmen were not told of these letters. 


= MDs 


Height should be barred from association with any broker or 


desler. 

Carr's culpability is not as great. His responsibility rae 
feilure of supervision of registrent's salesmen stems from his 
position as senior vice president, his regular attendence at meet- 


ings, his constant availability to registered representatives for 
consultetion and the genersl knowledge of registrant! s operations 
which must be imputed to him, rather then from the assignment of 8 
perticuler function. Nevertheless, he should have been awere of 


and is answerable for registrant's improper operations. Carr had 


no direct involvement with the sale of real estate syndications. 


However, like the others, he caused his financié] planning cus- 
tomers to purchase too much of registrant's underwritings and 
trading securities. He also made misrepresentations) in the 
sale of Paragon and Ven Pek stock. Carr should be suspended 


from association with any broker or dealer for ten aeeetes 

Kitain furnished misleading and improper advice and is charge- 
able with various other improprieties in his treatment of the accounts 
of his financial planning customers over and sbove "Loading" end 
real estate "return" misrepresentations. Moreover, he has demonstrated 


& propensity for ignoring registrant's policies and instructions in 


respect of the investment of the proceeds of insurence policies, the 
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use of a client's account for his own transactions end the sale 
of DPCA stock. The mutual fund "breakpoint" transactions 

were highly improper. His sale of USI and Van Pek stock were 
accompsnied by misrepresentations. 

Kitein should be suspended from essociation with any broker 
or desler for one yeer. 

Devis' misguided assurances to his financial planning client 
that Hodgdon would be behind everything exceeded the bounds of fair 
dealing. He also "loaded" clients’ accounts and misrepresented 
real estate returns. His advice to the client to disregard prospec- 
tuses and his unjustified comparison to the unsophisticeted investor 
of interest payable on a loan with the distributions to be received 
from real estate syndication investments were unconscionable,es 
were his extravagant predictions in respect of Van Pek and its stock. 

Davis should be suspended from association with any broker or 
desler for one yeer. 

Kibler's financial plenning accounts were “loaded” and he 
misrepresented real estate returns. The record shows no other 
misconduct in respect of these clients. But he also made 
serious misrepresentstions in the sale of Van Pek acocks He should 
be barred from associstion with any broker or dealer for five months. 

Adem's and Harper's flagrant abuse of the confidence of their 
unsophisticated! financial plenning clients ,who trusted them completely, 


was so grossly reprehensible es to warrant 8 permanent bar despite 


the mitigative considerations set forth above. Adam's hendling of 
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two financial planning accounts constitute a reckless disregard 
of his obligations to his clients. He ignored his own financial 


plan, he recommended highly speculative securities despite his 


client's insistence on safety in investments. His reports to his 


clients were false and misleading in eliminating losses and in 
representing real estate syndication distributions as income. He 
presented great exaggerations of prospective profits. 'He falsely 


represented the value of securities he recommended snd gave contre- 


dictory recommendations to two clients regarding the same security. 


He also mede fraudulent representations and omissions regarding 


the securities of Van Pak. 


Harper's assurances of expertise end devotion toj their interests 


to two of his clients, in order to obtain their confidence were meg~- 
| 


nified far beyond reasonable bounds. He estimated monumentally 


extravegant profits shortly after an sccount was opened. He ignored 

his own financial plan. He purchased highly peeonecive securities 

in complete disregard of his clients’ pleas for safety and made highly 
! 

excessive end unreasonable projecticns of future incoue. He falsely 

predicted appreciation of real estate syndication investments and 

represented distributions from such syndicetions as oo In eddi- 

tion.he made fraudulent representations in the sale of Lord of the 


Flies end Van Pak and excessive predictions as to future value of 


Cenadisn Apache. He caused a client to purchase a unit of Canadian 
| 


Apache from a fellow salesman et en exorbitant profit to the latter. 
He misrepresented the distribution expected from Roseville-Detroit 
es “income. Adam and Harper should be barred from any essociation™ 


with a broker or dealer. 


Amenn sheres chief responsibility with registrant for the 


sele of the unregistered securities of USI end is mainly responsible 
for the violation of the registration requirements in respect of 


DPC. Since Amann was sdvised by counsel, at the time of the USI 


offering, that "no longer is the twenty-five person rule of thumb 
sacrosanct", he is deemed to have proceeded with both the USI and 
DPCA offerings in deliberate violation of the statute. Moreover, 
Amann hes exhibited a proclivity for the involvement of himself and 
his clients in highly speculative promotions and, as his brief 
admits, without isdequate investigation. His use of his position 
with registrant in connection with the third offering of USI end 
the DPCA offering constituted a misrepresentation that registrant 
sponsored those offerings. His association with the DPCA offering 
_ came after he had already been upbraided by registrant for the UST 
promotion. Further, he made serious misrepresentations and omissions 
in the sale of the stock of USI, DPCA and Van Pak. 

Amenn urges that he has suffered enough through adverse publicity, 
thet he has never before been the subject of any disciplinary pro- 


ceeding, that he believed in the merits of USI and DPCA offerings and 
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invested his personal and family funds in them. However, Amann 


hed been in the securities business both as a registered repre- 


sentetive and as an officer of se broker-dealer for about three end 
one-half years before his association with rerieereee Neither 

his belief the future of USI and DPCA nor his witineness to 
speculate with his own funds justify or excuse the sctivities related 
ee persistent refusal to accept direction or instruc- 
tion indicates that he requires close supervision. He should be 
excluded from association with any broker or desler for nine 

months and should be allowed to resume such association after that 
period only if adequately supervised. 


Baskin came to registrant directly following his gredustion 


from college. The record as to him relates solely to his activities 


in connection with registrent's preparations for the! sale of the 
Roseville-Detroit syndication units. Baskin shares responsibility 

for the misinformation registrant furnished its salesmen in respect 

of Roseville-Detroit. He was fully seware of the changes in Roseville- 
Detroit's initial registration statement, besed AN letter of 
comment by the Division of Corporation Finance. Under these circum- 
stances Beskin should be suspended from association vith eny broker 


or dealer for fifteen days. 


168/ Richard J. Buck & Co., Inc., supra; Alexander Reid & Co., Inc. 
41 S.E.C. 373 (1963). 
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In view of the chenges made by registrant in its policies 
end practices it mav be sllowed to remain in business. But the 
serious nature of its violations of the securities laws committed 
by the respondents herein and by other salesmen constrain the 
imposition of substantial sanctions. Registrant's membership in 
the NASD and PBW should be suspended for four Ba les Accord- 
ingly, 

IT IS ORDERED that Hodgdon & Co., Inc., now known as Haight 

& Co., Inc.’ be, and it hereby is, suspended from the National 
Association of Securities Dealers, Inc. and the Philadelphia-Baltimore- 
Washington Stock Exchange for four months; and 

IT IS FURTHER ORDERED thet A. Dana Hodgdon, James F. Haight, 
Dsvid M. Adam, Jr. and James W. Harper III be, and they hereby ere, 
barred from being associeted with sny broker or dealer; and 

IT IS FURTHER ORDERED thet Louis S. neces be, and he hereby 
is, berred from being associeted with any broker or dealer with the 
understanding that upon en appropriate showing he may become asso- 
ciated with o broker or dealer in se supervised capacity after nine 


months; and 


IT IS FURTHER ORDERED that Burt&n Kitein and Homer E. Davis 


be, end they hereby ere, suspended from association with any broker 


169/ "The remedial action which is appropriate in the public interest 
depends upon the facts and circumstances of each particular case 
and cannot be precisely determined by comparison with action 


taken in other cases." Century Securities Company; supra. 
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or dealer for one year; W. Lyles Carr be, and he hereby is, sus- 
pended from sssociation with any broker or desler for ten months; 
Robert F. Kibler be, and he hereby is, suspended from essociation 
with eny broker or dealer for five months and Hervey A. Baskin 

be, and he hereby is, suspended from essociation vith any broker or 
dealer for fifteen =o 


This order shall become effective in accordance with end subject 


to the provisions of Rule 17(f£) of the Commission's Rules of Practice. 


Pursuant to Rule 17(b) of the Commission's Rules of Practice 
6 party may file s petition for Commission review of this initial 
decision within 15 days efter service thereof on nies Pursuent to 
Rule 17(f£) this initial decision shall become the fine) decision of 
the Commission as to each party unless he files a petition for review 
pursuant to Rule 17(b) or the Commission, pursuent to Rule 17(c), 
determines on its own initiative to review this initial decision as 
to him. If ea perty timely files s petition to review or the Commis- 
sion takes action to review as to a party, this initiel decision shall 


not become final es to thet party. 


Sidney Gross 
Hearing Examiner 


Washington, D. C. 
Mey 15, 1969 


170/ To the extent that the proposed findings and conclusions submitted 
to the Hearing Examiner sre in accord with the views set forth herein 


they are accepted, and to the extent they are inconsistent therewith 
they ere expresslv rejected. ; 
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UNITED STATES OF AMERICA 
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JAMES F. HAIGHT 
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MOTION OF REGISTRANT AND RESPONDENT HAIGHT 
TO REOPEN THE RECORD AND RECEIVE ADDITIONAL 
EVIDENCE AS TO SANCTIONS 


Registrant and respondent James F. Haight respectfully 


seek leave to reopen the record for the limited purpose of 


(a) permitting the Hearing Examiner to reconsider the recom- 
mended sanctions imposed as to registrant and Haight and/or 
(b) adducing additional evidence relevant to the appropriate- 


ness of the recommended sanctions in light of circumstances 


intervening since conclusion of the evidentiary record, To 
this end, registrant and Haight respectfully move for an 
order pursuant to Rule Il(e) of the Commission's Rules of 
_ Practice, 17 C.F.R. 201.11(e), authorizing the Hearing Ex- 
aminer, notwithstanding that the initial decision has been 
rendered, to determine whether the instant motion should 
be granted. Alternatively, registrant and Haight move for 
-~an order pursuant to Rule 21(d) of the Commission’s Rules 
... Of Practice, 17 C.F.R. 201.21(d), granting them leave to 


adduce such additional evidence. . 


In support of this motion, and as a part hereof, mov- 
ants respectfully refer the Commission to their brief filed 
“and served herewith, and to their proffer of additional 


.. ——evidence set forth therein. 


DICKSTEIN, SHAPIRO & GALLIGAN 


1815 H Street, N.W. 
Washington, D.C. 20006 


Attorneys for Movants 


May 26, 1969 
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BRIEF FOR REGISTRANT AND RESPONDENT HAIGHT IN 
SUPPORT OF MOTION TO REOPEN THE RECORD AND 
RECEIVE ADDITIONAL EVIDENCE AS TO SANCTIONS 


Preliminary Statement 


Following 108 days of public hearings, the eviden- 
tiary record in this case was closed on June 15, 1967. 
Twenty-three months later, Hearing Examiner Gross handed 


down an initial decision finding some of the Division's 


allegations not sustained, and others to have been 


1/ 


proven. With respect to registrant, the Examiner con- 
cluded that "it may be allowed to remain in business" 
Gre 148). With respect to respondent Haight, the 
Examiner thought his "culpability is too serious and 
extensive to warrant less than permanent bar!" (I.D. at 
142). Newenitetsy. the Examiner recommended that regis- 
trant be suspended from the National Association of 
Securities Dealers and the Philadelphia-Baltimore-Wash- 
ington Stock Exchange for a four month period, and that 


Haight be permanently barred "from being associated 


with any broker or dealer" (I.D. at 148). 


By this motion, registrant and Haight seek to have 
the record reopened for the limited purpose of showing: 


(1) the sanction proposed for registrant is inconsistent 


with the Examiner's conclusion that it should be "allowed 


1/ This motion is addressed solely to the sanction phase 


of the proceeding. Accordingly, we do not here challenge 
the Examiner's factual findings and the legal conclusions ° 
which he drew therefrom, but preserve our rights with respect 
_to the underlying findings of violations for review before 
the Commission pursuant to Rule 17 of the Commission's Rules 
of Practice, 17 C.F.R. 201.17. 

2/ The abbreviation "I.D." refers to the Hearing Exami- 
ner's initial decision served on May 16, 1969. 
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to remain in business" since, as a matter of economic 
fact, registrant cannot survive a four month suspension 
from both the NASD and the PBE; and (2) in view of cir- 
cumstances intervening since the close of the eviden- 


tiary record in June, 1967, a substantial modification 


of the type and nature of the sanction recommended for 


registrant and Haight is warranted. In Part I of this 
brief, we address ourselves to these issues and speci- 
fically proffer the evidence which we would present at 
such a reopened hearing. In Part II, we briefly dis- 


cuss the procedural issues raised by this motion. 


A. The Economic Impact of a Four Month Suspension 


Chairman Carey once pointed out that "the effective- 
mess of a suspension from an exchange or the NASD as a mean- 
ingful sanction varies considerably in accordance with a 
firm's business and its reliance for profits upon profession- 


al price concessions from members of an exchange or securi- 


ties association." Hearings Before A Subcommittee of the 
Committee on Interstate and Foreign Commerce, On H.R. 6789, 


=o 


6793 and S. 1642, p. 129 (1963). Here, the Examiner con- 


cluded that registrant should be permitted to remain in 
business (I.D. at 148). On this premise, he recommended 
that it be suspended for four months from both the NASD 
and the PBE, and be permitted to aneeee in the securities 
business thereafter. What the Examiner could mot know 
was that his recommended sanction is the economic equiva- 


lent of an order of revocation, the very sanction he con- 


sidered unwarranted. 


If the record were reopened, Peeterrann moctd show 
that the proposed sanction will force it out of business 
for all time. To this end, registrant would prove that a 
four month suspension from dealing in all meee en 
entail a $480,000 loss merely to cover fixed cone Regis- 
trant will also prove that its sixty registered representa- 


tives, who now serve the firm's 20,000 customers, will be 


forced to either neglect their client's needs during the 


37 Registrant is’not a member of any exchange other than 


the Philadelphia-Baltimore- -Washington Stock Exchange and an 
NASD suspension would preclude its participation in over- 
the-counter transactions, mutual fund sales and underwritings. 
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suspension period or seek employment with other broker- 
dealers. The former possibility is scarcely compatible 
with the public interest, and the latter will leave the 
__ firm a denuded shell with little or no assets, no repre- 
sentatives, and no clients. Registrant will adduce 
accounting and other expert testimony on this issue and 
-——-offers to prove thereby that registrant cannot survive 


a four month bar from all securities trading. 


We will also offer expert testimony analyzing the 
financial impact of sanctions heretofore imposed upon 
large broker-dealers for the purpose of comparing such 


impact with the effect of the recommended sanction upon 


registrant. See, Shearson, Hammill & Co., Securities 


Exchange Act Release No. 7743, Dissenting Opinion of 


Member (now Chairman) Budge, p. 40 (Nov. 12, 1965). 


The above-described evidence, which should be in 
the record for reasons which are set forth at length, 
infra pp. 6-16 , will enable the Examiner to fashion a 
recommended sanction compatible with his findings and con- 


clusions. 


B. Evidence of Intervening Circumstances 


The purpose of sanctions is remedial, not punitive. 

As the Commission has Beeeece out, "the purpose of [sanc- 
tions] is not * * * to impose a penalty on an individual, ; 
~-—~but rather to protect investors against further injury at 


the hands of persons who have been found guilty of mis- 


conduct under the securities laws." W. T. Pederson Coe 
39 S.E.C. 630, 633 (1960); Kimball Securities, Inc., 39 


ooo —— 


S.E.C. 921, 924-925 (1960). " Accordingly, Commission 
sanctions in a case such as this are prospective, design- 
ed to protect the investing public in the future. And, 
as the Commission has observed, "a determination that 
future activities by salesmen would be consistent with 

’ the public interest should be made on the basis of the 
proposed activity and the conduct of the salesman in 
question prior to and subsequent to the misconduct here 
found." Ross Securities, 41 S.E.C. 509, 517 ftn. 10 
(1962). : 


In this case, the evidentiary record closed in June 
of 1967. Meanwhile registrant under the leadership of 


respondent Haight has moved forward to enhance its 
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supervisory personnel and methodology; to innovate new 


forms of disclosure to investors; to modernize and com- 
puterize its back-office operations; and to open a 

..Sociologically desireable office in the heart of Wash- 
ington's inner city. Of the myriad factors which the 
Commission has found relevant to the public interest, 

~--—-—perhaps changed circumstances representing a sincere 

~-desire to comply with statutory and regulatory require- 
ments to prevent a recurrence of violations has been con- 
sidered the most persuasive factor in determining the 
appropriate sanction. E.g., Thompson & McKinnon, 35 

~ S.E.C.-451, 460 (1953); Thompson & McKinnon, Securities 
Exchange Act Release No. 8310 (May 8, 1968); Richard J.. 
Buck & Co., Securities Exchange Act Release No. 8482 
(December 31, 1968); E. F. Hutton & Co., Inc., Securi- 
ties Exchange Act Release No. 8487 (January 2, 1969); 
Folger, Nolan, Fleming & Co., Inc., Securities Exchange 
Act Release No. 8489 (January 8, 1969); Blyth & Co., Inc., 
Securities Exchange Act Release No. 8499 (January 17, 
1969); Delafield & Delafield, Securities Exchange Act 
Release No. 8480 (December 26, 1968). Indeed, not infre- 


quently the Commission has directed the respondent to 


=e 
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present: a plan implementing appropriate changes and safe- 
guards to prevent a recurrence of violations on pain of 
revocation if an acceptable proposal was not presented. 
E.g., Moore & Co., 32 S.E.C. 191, 197-198 (1951) ; Hughes 
v. Securities and Exchange Commission, 174 F.2d 969, 972 
(D.C. Cir. 1949). Cf. Shearson, Hammill & coe Securi- 
ties Exchange Act Release No. 7743 (Nov. 12, 1965). 

Here, not only have corrective measures already been 
voluntarily taken, but the firm is pioneering in regula- 
tory innovations. Since sanctions which are prospective 
and remedial should not be based on stale records, and 
Sinceeche additonal ectdence which we desire to adduce 
could not have been presented at the hearing since the. 
‘facts which we seek leave to introduce occurred since 
the evidentiary record was closed, that oa should be 
reopened to receive such evidence now so the Examiner and 
the Commission may carefully consider the public interest 


issue on the basis of current facts. 


At a reopened hearing, we would adduce evidence to 


4] Cf, American Committee v. Subversive Activities Con- 
trol Board, 380 U.S. 503, 505 (1965). 


-8- 


show that the addition of qualified personnel, the 
establishment of stringent policies and safeguards, the 
creation of new disclosure procedures, and the invest- 
ment of substantial sums of money in sophisticated equip- 
ment form a solid basis for a Concinaton that the public 
can be permitted to deal with registrant without fear of 

_..—-Statutory or regulatory violations. In addition, since 

..the gravity of the sanction imposed on respondent Haight 

____Was_predicated upon the Examiner's conclusion that he 
"failed to properly supervise registrant's salesmen" 
(Initial Decision, p. 142), such evidence would establish 
the manner in which Haight has formulated supervisory 
policy Wee that time in which he has had the power to 
do ao The evidence we will proffer at the reopened 


hearing is summarized below. 


1. Registrant's New Procedures, Disclosures and 
Safeeuards 


paresuards 


Since Haight assumed his duties as the firm's chief _ 


5/ Until July 1964, Hodgdon as president and majority 


- Shareholder obviously dominated the firn. 
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6/ 
executive officer in July, 1964, the firm has instituted 


new and ever increasing safeguards to insure maximum com- 
pliance with the securities laws and the regulations of 


this Commission. 


- —-In January of 1968, registrant established the posi- 
tion of Compa ance Officer and appointed Mr. _Menache to 
Ree Sela. Mr. Menache holds a bachelor's degree from the 
University of the Americas, Mexico City, Mexico, and has 

done graduate study at B Baylor University and the Univer- 
sity of Texas. He graduated from the George Washington 
University with a J. D. degree, and is a member of the 
District of Columbia bar. Responsible only = Haight, Mr.. 
Menache was given a free hand and instructed to promulgate 


binding instructions and institute mandatory procedures to 


insure full compliance. 


_ With his assistant, Mr. Michael Udoff, Mr. Menache 
engages in the following procedures to supervise the firm's 


registered representatives: 


6/ An event occurring after the end of the relevant 


“period as to which violations are alleged. 
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a. Daily ticket review: Messrs. Menache 


and Udoff review each transaction tic- 
ket for any possible indication of 
improper dealings with the firm's cus- 
tomers. Each week or so, Mr. Menache 
queries the. representative as to any 
transaction requiring explanation. 

Any ticket deserving of immediate 
investigation is promptly called to 
the attention of Mr. Haight. 


Monthly commission reports: Each 


month the Compliance Officer and his 
assistant review the representative's 
commission reports which give a fuller 
picture of transactions by a single 
representative than can be ascertained 
by non-comparative examination of a 
single day's transactions. Any trans- 
action trend requiring inquiry is sum- 
marized and reviewed with the repre- 
sentative, 


Account books: On a quarterly basis, 
each representative appears in Mr. 
Menache'’s office with his account book 
and his client's accounts are individ- 
ually reviewed. On several occasions, 
this review has resulted in careful 
questioning of the representative. 

For instance, in one recent case this 
quarterly review revealed an abnormally 
high number of transactions in specula- 
tive securities. Although the repre- 
sentative assured Mr. Menache that the 


client had been fully informed with 
regard to the speculative nature of 
the transactions, and had expressed 
a specific desire to speculate, spe- 
cial communications were sent to the 
clients to assure that this was the 
case. A copy of that document is 
attached as Exhibit "A". 


Correspondence review: Copies of 
all correspondence from a registered 


representative to a customer are sub- 
mitted to Mr. Menache or his assist- 
ant prior to mailing of the origi- 
nals. These copies are customarily 
reviewed prior to posting of the 
originals and periodically the enve- 
lopes containing the originals are 
scanned to assure that copies have 
been submitted. Whenever a piece of 
correspondence contains statements 
that might conceivably be improper, 
the representative is directed to 
change the text often along lines 
specifically suggested by Mr. Menache. 
Correspondence emanating from branch 
offices is examined by the branch 
office manager prior to mailing and 
subsequently reviewed by Mr. Menache. 


Registrant has installed special telephone equipment 


whereby its Compliance Officer and Mr. Haight can monitor 


representatives’ telephone conversations with clients. 


Such monitoring is done on a spot, daily basis and its 
deterrent effect on representatives, all of whom are 


_._-made aware of monitoring activities, is readily apparent. 


Registrant has also adopted strict policies with 
respect to several matters which caused the Examiner con- 
_ cern. For mutual fund redemptions, the trading depart- 
_ment is’ now instructed not to execute any transactions 
ae unless (a) the order is accompanied by a form, samples 
of which are annexed as Exhibits B and C fully disclos- 
ing the consequences to the client or (b) the order tic- 
ket is countersigned by Mr. Menache. With respect to 
those clients who desire to maintain a trading account 
and purchase speculative securities, a registrant has 
adopted a policy of full disclosure with respect to risk 


of capital and commission costs. In addition, registrant 


has recently adopted a trading account agreement form set- 


ting forth such disclosures, a copy of which is annexed 


as Exhibit D. 


Registrant has ordered and will soon be utilizing a 
confirmation form which will offer clients. information about 


principal trades not usually given by broker-dealers. 


apne 


The firm has a fixed policy not to accept any dis- 
cretionary accounts except in the most oneraiiacs cir- 
cumstances. No representative is allowed to maintain a 
discretionary account unless his request bes been sub- 
mitted and approved by the firm's board of directors. 
The application for such approval must specify the rea- 

~--——son for the account and make a clear showing that it is 
k absolutely infeasible to contact the client by long dis- 
—- .-.tance telephone. with respect..to transactions. Then, and 
only then, will the account be considered by the board 
of directors for approval. Due to the new and more 
stringent requirements, the firm. only has three discre- 
tionary accounts in its total of approximately 20,000, 
and even with respect to these, a@iscretionary authority 


is rarely utilized. 


Through a middle manager system, additional super- 
~~ vision is given to all registered representatives. The 
---firm's four associate managers, Messrs. Paes G. ‘Ambort, 

Jay Ginsberg, Peter Hallock and Ralph Whitt, and branch 


office managers meet weekly with Mr. Haight and Mr. Menache 


* and review the accounts of their assigned representatives. 


This system augments -- it does not supplant or replace -- 


aie 


the continuing supervision by the Compliance Officer under 


Haight's direction. 


This ‘evidence will establish a comprehensive and 
stringent supervision policy, so stringent in fact that in 
recent months at least two representatives have left aortas 
trant's employ and taken positions with competing firms 
rather than subject themselves and their client's accounts 


to such intimate supervision. 


2. Additional Personnel and Equipment 


Mr. William Redfern has been employed as Operations 
Manager and is now in charge of all back office operations 
including the administrative and record keeping functions 
within the trading department. A graduate of the Univer- 
sity of Maryland, Mr. Redfern had twelve years of pre- 
vious employment with Ferris & Company, in New York City, 
his last position being Operations Manager of that firm. 

—Mr. Redfern would be called to testify concerning his 
experience, his functions at registrant, and contemplated 


future developments. 
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Mr. Robert Lazurek, who has been with registrant 


since 1959, is now the firm's chief trader, a vice- 
president and member of the board of directors. Mr. 
Lazurek's reputation and standing in the securities indus- 


try will be evidenced by the fact that he is now President 


of the Security Traders Association of America. 


The firm now has on order an NCR-200 computer repre- 
senting a capital commitment of $188,000. Evidence will 
be offered to establish how this highly sophisticated 
equipment will maximize the firm's efficiency in servic- 
ing its clients' accounts. Expert evidence will also be 
profferred to show how this equipment will be used as an 
aid to supervising compliance with respect to ratios, 
trading frequency, suitability and other regulatory 


aspects. 


3, Other Aspects of Public Interest 


The firm proposes to offer current data with respect 
to the number, nature, and constancy of its customer 
accounts. It will also proffer evidence with regard to 


the operations of its "inner city" office, the nature of 
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the business transected at that office, and the desireabi- 


lity of permitting such an office to remain in operation. 


Ir 


As we have demonstrated, supra pp. 6-16, the addi- 


tional evidence which we seek to adduce is clearly mate- 
xial to the public interest issue and ought to be received 
so that sanctions against registrant and Haight may be 
_fashioned on the basis of a fresh record. Obviously, 

evidence of facts occurring after June of 1967 could not 
have been proved at the initial See The appropriate 
procedural disposition, it seems to us, is an order pur- 
suant to Rule 11(e) authorizing the Hearing Examiner to 
consider this motion, to determine whether to reopen the 
hearing, to receive such additional evidence as he may con- 


sider advisable, and with or without a hearing, amend the 


proposed sanctions as may appear appropriate. Alternatively, 


-7/ “Arguably, registrant could have then proved the 
practical and economic effect of a four-month suspension, 
but until the Examiner handed down his initial decision, 
holding that it should be permitted to remain in business 
but nonetheless imposing such a sanction, there was no 
reason for registrant to believe this evidence to be mate- 
rial. Gearhart & Otis, Inc. v. Securities and Exchange 
Commission, 348 F.2d 798, 801 (1965). 
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the Commission should exercise its power under Rule 21(d) 
and direct that the record be reopened to receive fresh 


evidence on the public interest issue. 


CONCLUS ION 


We refrain from now suggesting what the Examiner 


“-——~-might find to be an appropriately reduced sanction against 

registrant and Haight since that. would necessarily depend 
-—on-the evidence stipulated or adduced during a hearing. 

However, we observe that even with no additional evidence 
the sanctions should be altered so as to be consistent 
with the findings already made, i.e., (a) the sanction 
imposed upon registrant should be reduced to one which 
makes survival an economic possibility and (b) the sanc- 
tion imposed upon respondent Haight should be altered to 
give appropriate effect to the finding that such a severe 
3/ Neither course will materially delay this proceeding. 
We are prepared to proceed very promptly with such a re- - 
opened hearing and will be in a position to present our wit- 
nesses within 20 days after such a hearing has been sche- 
duled. Moreover, should the Examiner desire or permit the 
parties to file additional memoranda at the conclusion of 
the hearing, we are prepared to abide by any reasonably 


accelerated schedule which the Examiner or the Commission 
might fix. 


sanction is warranted only because of his assumed failures 
of supervision. As a matter of logic and Commission prac- 
tice, a determination that an individual is an inadequate 
supervisor, should result in an order authorizing reentry 
in a non-supervisory, supervised capacity (Cf. Proposed 
sanction with respect to Louis Amann, Initial Decision, 


pp. 147 and 148). 


But any sanction must of necessity operate prospec- 
tively and be imposed on the basis of a fresh record 
focused on the public interest issue. Accordingly, this 
motion should be granted and the Hearing Examiner should 
be authorized pursuant to Rule 11(e) to decide whether 
this motion initially should be granted, denied or other- 


wise resolved. Alternatively, the Commission should direct 


the Examiner pursuant to Rule 21(d) to reopen the record 


and receive the evidence. 


Respectfully submitted, 


DICKSTEIN, SHAPIRO & GALLIGAN 


ee na si 
Sidney Di¢kstein 


Federal Bar Building 
Washington, D. C. 20006 
347-4450 


Attorneys for Movants 
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RESTATEMENT > 


Part of or all of my account has been handled as a trading 


2 


account with my knowledge and consent. This trading activity, 


Sue 
has exposed my capital to risk. Of course, a commission was. 


pot eee TRON IRR: yee ey yom Tr eR eT eeN OTe ee Te 


charged on every transaction. In the case of over-the-counter 


| 
securities recommended by the firm, I may have paid a 5% mark- 


up, which is a commission included in the purchase price ofa 
security; and, therefore, did not appear under commission on my 
confirmation slip. Haight & Co., Inc., makes a market in sev- 
eral securities. The firm may have earned a profit (or loss) by 
purchasing securities at a price lower (or higher) thet at which 
they sold it to me in a principal transaction. Also, in some 

| 
eases the sale was a principal transaction which may have result- 
ed in a commission less than the regular New York Stock Exchange 
Commission rate. All mutual funds were purchased as long term 
investments and where these were sold, I was appraised of the 
fact that I paid a sales charge of 8 - 1/2% (or less), and that 
the reinvestment of the proceeds in another mutual fund woula en- 
tail another sales charge of a similar amount. I have received a 
confirmation slip on all transactions and I have been Eoptaeted 
prior to, or previously authorized, all transactions by Mr. Harper. 


I acknowledge that the above is an accurate restatement of my past 


dealings with Mr. Harper and Haight & Co., Inc. 


EXHIBIT A 


Sabre Smet meee ne 


——— = 
Representative Client Last name First name 


oa 


HAIGHT & CO., Inc. Stockbroters 


1101 17th STREET, N. W. WASHINGTON, D. C. 20036 Tel. 296-1300 
6300 LEESBURG PIKE, 7 CORNERS, VIRGINIA JEfferson 4-8800 


Per iti 7 
Cre Nae dee ene rani iat 


MEMBERS PHILADELPHIA e BALTIMORE e WASHINGTON STOCK EXCHANG 
4 


UNSOLICITED REQUEST FOR THE LIQUIDATION OF A MUTUAL FUND 


Your signature below certifies that: 


1. your registered representative did not recommend the transaction 
to you, and; 


2. you understand that mutual funds should be held as long term 
investments, and; 


you understand that you may. incur a tax liability if you realize 
a profit from the sale, and; 


you understand that you paid a sales commission of approximately 
8 1/2 %: at the time of purchase and that you would have to pay an 


additional sales charge to purchase another mutual fund, and; 


you understand that liquidation of a contractual plan prior to 
completion incurs a penalty to you and may result ina loss, and; 


you understand that better results may or may not be available in 


another mutual fund and that it is impossible to predict the future 
performance of a mutual fund or of a mutual fund manager. 


IHAVE READ THE ABOVE PROVISIONS AND DIRECT YOU TO 
PROCEED WITH THE UNSOLICITED TRANSACTION, 
Unsolicited Transaction 
Client's Signature __ 


Registered Representative 


Date 


EXHIBIT B 


Representative Client Last name First name 


HAIGHT & CO., Inc. Stockbrokers 


1101 17th STREET, N. W. WASHINGTON, D. C. 20036 Tel. 296-1300 
6300 LEESBURG PIKE, 7 CORNERS, VIRGINIA JEfferson 4-8800 


PO eee r 
ee eT ae 


EMBERS PHILADELPHIA e BALTIMORE e WASHINGTON STOCK EXCHANGE 


la 


STATEMENT OF UNDERSTANDING FOR LIQUIDATION OF MUTUAL FUND 


SHARES AND REINVESTMENT OF PROCEEDS IN OTHER SECURITIES 


-Your Signature Below Certifies That: 


1. You understand that mutual funds should be held as long term 
investments, and; ete 


-2. you understand that better results may or may not be available 
in another mutual fund or security and that it is impossible to 
____ predict the future performance of a mutual fund or of a mutual 

- fund manager or the price movement of a security or the future 
dividends to be paid by a company, and; 


3. you understand that you may incur a tax liability if you realize 
a profit from the sale, and; 


4. you understand that you paid a sales commission of approxi- 
mately 8 1/2 % at the time of purchase and that you would have 
to pay an additional sales charge to purchase another mutual 
fund, and; 


5. you understand that liquidation of a contractual plan prior to 
completion incurs a penalty to you and may re sult ina loss, and; 


6. you have received a current prospectus with regard to any mutual 
fund recommended to you for purchase. 


I HAVE READ THE ABOVE PROVISIONS AND HAVING UNDERSTOOD THEM 


I DIRECT YOU TO PROCEED WITH THE FOLLOWING TRANSACTIONS: 


Client's signature(s) 


Date Registered Representative 


EXHIBIT C 


EE 
Representative Client Last name First name 


HAIGHT & CO., Ins. Stockbrwhers 


1301 17th STREET, N. W. WASHINGTON, D. C. 20036 Tel. 296-1300 
6300 LEESBURG PIKE, 7 CORNERS, VIRGINIA JEfferson 4-8800 


Sl Lae cont 
Wan it Neen cirwe na edia'd 


[MEMBERS - PHILADELPHIA »e BALTIMORE e WASHINGTON STOCK EXCHANGE 


_ “REQUEST FOR THE MAINTENANCE OF A TRADING ACCOUNT 


pl, EEA Securities recommended for such an account will generally be of a 
speculative nature and will thereby represent a greater risk of loss of capital 
than in investment grade securities; 


2. Trading accounts generally involve substantially greater frequency 
of purchases and sales than would otherwise be the case; 


3. A commission is paid on each purchase and on each sale and hence 
the commission charges on trading accounts is substantially greater than in the 
case of a long term investment account; and 


4, Trading activity may result in incurrence of taxes in amounts 
* larger than those incurred in.an investment account. (A security held for more 
than six months is eligible for capital gains tax treatment on realized gains. 


Capital gains tax rates are substantially lower than the ordinary tax rate s.) 


I HAVE READ AND UNDERSTAND THE ABOVE PROVISIONS 


Client's signature(s) 


EXHIBIT D 


ADMINISTRATIVE PROCEEDING 
FILE NO. 3-533 


UNITED STATES OF AMERICA 
before the 
SECURITIES AND EXCHANGE COMMISSION 


: June 25, 1969 
Re: Haight & Co., Inc., et al.. 


(Administrative Proceeding 
File No. 3-533) 


- In these proceedings pursuant to Sections 15(b), 15a 
and 19(a) (3) of the Securities Exchange Act of 1934, Haight 
& Co., Inc. ("registrant") and James F. Haight, its president, 
moved to reopen the hearings in order to permit the hearing 
examiner to reconsider the sanctions imposed: on them and to 
. adduce additional evidence with respect to the appropriateness 
of such sanctions, and requested that the motion be referred 
to the hearing examiner. The Division of Trading and Markets 
filed a memorandum in opposition to the motion. 


The hearing examiner, following hearings, had issued 
his initial decision which among other things suspended 
registrant from the Philadelphia-Baltimore-Washington Stock 
Exchange and the National Association of Securities Dealers, 
Inc. for a period of four months and barred Haight from 
“association with any broker or dealer. Movants asserted and 
sought to introduce evidence to show that, since the close 
of the hearings, registrant had added supervisory personnel, 
ordered and installed new equipment and adopted new policies 
and procedures which would protect the public against further 
violations; and claimed that the bar imposed'on Haight was 
based upon a failure of supervision and that evidence of those 
changes would show how he had: férmulated supervisory policy 
during the time "he has-had-the power to do so." Movants 
also sought to introduce evidence that would assertedly 
show that although the examiner concluded that registrant 
may be allowed to remain in business the sanction he = 
imposed would effectively put registrant out of business; and 
to introduce "expert testimony" comparing the financial impact 
of the sanction imposed on registrant with that of sanctions 
imposed by the Commission on large broker-dealers in other 
cases. 


2- 


The Commission noted that the order for proceedings, 
dated March 2, 1966, charged misconduct on the part of 
movants during the period May 1960 to June 1964; that 
Haight becane registrant's chief executive officer in 
July 1964; and that the hearings in these proceedings 
were not concluded until June 1957. It observed that, 
apart from the fact that the examiner's imposition of a 
‘bar against Haight was based upon findings of serious 
substantive violations by him of the securities laws as 
well as a failure of supervision, movants had had an 
ample opportunity at the hearings to adduce evidence 
showing how Haight had "formulated supervisory policy" 
at registrant in view of the fact that he had served as 
its chief executive officer for three years by the time 
the hearings were conciuded. In fact, movants' proposed 
- findings of fact submitted to the hearing examiner (at pp. 
449-453) detail evidence in the record showing assertedly 
"significant" changes made in the nature of registrant's 
business and procedures, including changes in the type of 
securities activities conducted, and "more stringent controls" 
imposed on the firm's representatives in the form of 
increased supervision and review of transactions, after 
Haight became registrant's president and major. shareholder. 
The examiner expressly stated in his initial decision (at 
pp- 140-1, 148) that it was in part because of such changes 
that he concluded that the public interest did not require 
the revocation of Haight & Co.'s broker-dealer registration. 
The Commission also observed that registrant had had full 
opportunity at the hearings to adduce evidence as to the 
impact of any sanction that might be imposed on it. 1/ 


The Commission, noting that it had in prior cases 
denied requests to reopen hearings for the purpose of 
adducing evidence as to the subsequent conduct of respondents, 2/ 


Sg eS Sg a Se ae 


1/ cf. M. S. Wien & Co-, 24°S.E.C.:° 227, 229-30 (1946). 


2/ Norris & Hirshberg, Inc., 22 S.E.C. 558,-559 (1946) ; 
Isthmus Steamship & Salvage Co., Inc-, securities Exchange 
Act Release No. 7476, p- 5 (December 2, 1964); Crow, 
Brourman & Chatkin, Inc., securities Exchange Act Release 
No. 7876, p. 2 (April 29, 1966); Melvyn Hiller, securities 
Exchange Act Release No. 8476, p. 4n. 8 (December 24, 
1968) . : 


See 


concluded that it should not grant reopening in the instant 
case. It considered that. such reopening here, after the 
filing of the hearing examiner's initial decision following 
the development of a voluminous record and the submission 
of extensive proposed findings and briefs to him on all 
‘the issues, would under the circumstances be an inappropriate 
departure from orderly procedures and an unwarranted 
prolongation of the proceedings, particularly since the 
additional evidence sought to be introduced either appeared 
to be essentially cumulative or could have been introduced 
at the hearings. Moreover, it was noted that movants would 
have the opportunity to argue any questions pertinent to 
the appropriateness of the sanctions on review of the 
hearing examiner's initial decision by the Commission. 


Accordingly, the Commission denied the motion as 
well as the request to refer decision of such motion to the 
- hearing examiner. 

By the Commission. 


Orval L. DuBois 
Secretary 


ADMINISTRATIVE we / 
FILE HO. 3-533 


: ~ZCURITIES & EXCHANGE. COM, 
UNITED STATES OF AMERICA MAILED FOR SERVICE 
before the 
SECURITIES AND EXCHANGE COMMISSION — 4) 94 {969 


July 23, 1969 364319 ,/ 
FD. NO. 


. 3 ° 
‘In the Matters of i 80432 
HAIGHT & CO., INC. 
(formerly HODGDON & CO., INC.) 
1101-l17th Street, N. W. 
Washington, D. C.. 
(8-8427) ORDER FOR 
REVIEW OF 
INITIAL 
DECISION 


A. DANA HODGDON 
‘JAMES F. HAIGHT 
BURTON KITAIN 

W. LYLES CARR, UR. 
DAVID M. ADAM, JR. 
JAMES W. HARPER, III 
LOUIS S. AMANN 
HARVEY A. BASKIN 
HOMER E. DAVIS 
ROBERT F. KIBLER 


Securities Exchange Act of 1934 - 
Sections 15(b), 15A and 19(a) (3) 
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In these broker-dealer proceedings pursuant to Sections 

15(b), 15A and 19(a) (3) of the Securities Exchange Act of 

1934, the hearing examiner filed an initial decision in which 
he concluded, among other things, that it is in the public 

interest to suspend Haight & Co., Inc. from the Philadelphia- 
Baltimore-Washington stock Exchange and the National Association 
-o£ Securities Dealers, Inc. for a period of 4 months; to bar 

A. Dana Hodgdon, James F. Haight, David M. Adam, Jr., James W. 
Harper, III and Louis s. Amann from association with any broker 
or dealer, with the proviso that, after nine months, Amann may 
become so associated in a supervised capacity upon an appropriate 
. showing; and to suspend Burton Kitain, W. Lyles Carr, Jr., 
Harvey A. Baskin, Homer E. Davis and Robert F. Kibler from 

any such association for respective. periodsof one year, 10 
months, 15 days, one year and 5 months. 


« 
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Respondents have filed petitions for review excepting 
to various findings and conclusions of the exaniner and 
- raising certain other issues. The Division of Trading and 
Markets of the Commission has filed a petition for review 
urging that the sanctions imposed by the examiner on Kitain 
and Carr are inadequate. The Commission determined to grant 
the petitions for review, and, pursuant to Rule 17(c) of its 
Rules of Practice, to review the hearing examiner' s initial 
decision on its own initiative with respect to: the issues 
which were before him concerning all the respondents. 


Accordingly, IT IS ORDERED that the Beeston for 
review of respondents and the Division of Trading and Markets 
be, and eRCy, hereby are, granted, and that the hearing 
examiner's initial decision be, and it hereby is, made the 
subject of review with respect to all other issues which 
were before him concerning all of the above-captioned 
respondents. Respondents and the Division of) |Trading and 
Markets may file briefs within 30 days after service of this 
order, and may file reply briefs within 30 days thereafter. 


By the Commission. 


Aesholie 


Secretary 


(Securities Exchange Act Release No. 9082) ADMINISTRATIVE PROCEEDING 
FILE NO. 3-533 


SECURITIES AND EXCHANGE COMMISSION 
Washington, D. C. 


February 19, 1971 


Se 


In the Matters of 


HAIGHT & CO., INC. 
(formerly HODGDON & CO-, INC.) 
1101-17th Street, N.W. 
Washington, D. C. 


(8-8427) 


A. DANA HODGDON 
JAMES F. HAIGHT 
BURTON KITAIN 

W. LYLES CARR, JR. 
DAVID M. ADAM, JR. 
JAMES W. HARPER IIT 
HOMER E. DAVIS 
ROBERT F. KIBLER 
LOUIS S. AMANN 
HARVEY A. BASKIN 


FINDINGS AND 
OPINION OF 
THE COMMISSION 


Securities Exchange Act of 1934 - 
Sections 15(b), 15A and 19(a) (3) 
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BROKER-DEALER PROCEEDINGS 
Grounds for Remedial Action 
Fraud in Offer and Sale of Securities 
Sale of Unregistered Securities 
Falsification of Records 


Failure to Amend Application for Broker-Dealer 
Registration 


Failure to Transmit Proceeds of offering 
Promptly 


Where registered broker-dealer and associated persons 
represented themselves to be financial planning experts 
who would choose the best securities for their clients 
but, contrary to such representation, substantially 
limited their recommendations to securities yielding 
respondents greatest profits, made false and misleading 
representations in sale of various securities, sold 
unregistered securities, and falsified certain of regis- 
trant's records; and where registrant failed to amend 
application for broker-dealer registration to disclose 
election of certain officers anda directors, and, while 
acting as underwriter, failed to transmit promptly to 
issuer proceeds of sale of issuer's stock, held, willful 
violations of securities acts, and in public interest to 
revoke registration of broker-dealer, expel it from 
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membership in national securities exchange and 
registered securities association, and bar associated 
persons who participated in such violations from: 
association with any broker-dealer. 


Practice and Procedure 


Respondents’ contentions that, among other things, 
discussion of certain of their activities in Commis— 
sion's Special Study report evidenced prejuagment, 
that Commission improperly refused to make proceedings 
private, that Commission staf£ suppressed evidence 
favorable to their defense, that they were prejudiced 
because of sweeping nature of ailegations against them, 
that institution of proceedings was unduly delayed, 
and that hearing examiner's initial decision did not 
comply with Administrative Procedure Act, rejected. 


APPEARANCES: 


Alexander J. Brown, Jr., William R- Schief, Paul_F. Leonard, 


Harold Webb, Wallace L. Timmeny, and Charles McCarthy, Jr., for the 
Division of Trading and Markets of the Commission. ! 


| 
Sidney Dickstein and David I. Shapiro, of Dickstein, Shapiro & 
Galligan, and Harry Heller, of Simpson Thacher & Bartlett, for Haight & 
Co., Inc., James F. Haight, W. Lyles Carr, Jr., David M.) Adam, Jr., 
James W. Harper III, Burton Kitain, Homer E. Davis and Robert F. Kibler. 


Harold P. Green, Richard Schifter, and David E. Birenbaum, of 
Strasser, Spiegelberg, Fried, Frank & Kampelman, for A. Dana Hodgdon. 


Lovis E. Shomette,. Jr., of Shafer, Shomette & Stanhagen, for 
Louis S. Amann. ? ! 


Robert B. Hirsch and Allen G. Siegel, of Arent, Fox, Kintner, 
Plotkin & Kahn, for Harvey A. Baskin. 
| 


Following extensive hearings in these proceedings pursuant to 
Sections 15(b), 15A and 19(a) (3) of the Securities Exchange Act of 1934 
("Exchange Act"), the hearing examiner filed an initial ‘decision in 
which he concluded, among other things, that Haight & Co., Inc. (“regis- 
trant"), a registered broker-dealer which operated under the name 
Hodgdon & Co., Inc. during the relevant period, should be suspended from 
membership on the Philadelphia—Baltimore-Washington Stock Exchange (“PBW") 
and in the National Association of Securities Dealers, Inc. ("NASD") for 
four months, and that A. Dana Hodgdon, who was president of registrant, 
James F. Haight, his successor as president, and David M. Adam, Jr. and 
James W. Harper III, vice-presidents, should be barred from association 
with any broker or dealer. He further concluded that certain lesser 
sanctions should be imposed upon Louis S. Amann, who was a vice-president 
of registrant, W. Lyles Carr, Jr., treasurer, Burton Kitain, secretary, 
Harvey A. Baskin, who was Hodgdon's assistant, and Homer E. Davis and 
Robert F. Kibler, salesmen. We granted petitions for review filed by 
respondents and our Division of Trading and Markets ("Division") as to 
certain issues, and, pursuant to Rule 17(c) of our Rules of Practice, 
ordered review of the examiner's decision with respect to all other 
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Respondents and 
« Our findings are 
ndent review of the record. 


Fr 


aud _in Securities Transactions 


1. Scheme to Defraud "Financial Planning" Clients 


1964, registrant, 
d by Hodgaon, Haight, Carr, Adam, Harper, 
Kitain, Davis and Kibler, i 


ding themselves out as fin 
would exercise their talent 
from all avail 


i t their efforts were directed 
at liquidating Clients’ portfol1j j i 
clients 
ents the gre 
their clients: 
by, among other i tis advertising and b 
course for salesmen. 


a. Advertising and Sales Training and Instructions 


During the Period in question, 
extolling the virty i 


obviously designed 
over a local radio Station. Representative advertisements, 
public relations counsel with 


"We wou. 
tion to new 
a Hodgdon & 


"[Y]Jou'l1 be welcomed by 
an expert in financial Planni 
Securities ... a man to ... 


@ counsellor who is 
ng in the field of 
trust implicitly." 


"Hodgdon and Company has eee @ research 
thoroughly and competently 
obable course of the market." 


analyzed the pr 


"With proper strategy 
to a life of 


e-- you [can be guided ] 
financial security." 


"Trained investment an 


gO over your present port£ 
while Suggestions." 


alysts are on hand to 
Olio and make worth. 


ee 
d/ Thus, contrar 


y to respondents! contention, the Division was free to 
object to findings and conclusions in the i 


nitial decision although | 
not excepted to in its petition for review. 
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"Registered representatives at Hodgdon 
are always alert for new opportunities for 
investment, while never forgetting long- 
established stocks, bonds, mutual funds and 
the like. In short, a balance is maintained 
between the new and the tried-and-true." 


“Call in an investment expert, one of the 
many informed specialists at Hodgdon and 
Company." | 


"It is entirely probable that [the next 

twelve months] could bring prosperity .... if 

you take the counsel that is available to you — 

free of charge." 2/ 

In fact, registrant had no research staff, and its 
“expert counsellors in financial planning" included inexperienced sales— 
men who, after about a year's employment at registrant, were allowed to 
formulate financial plans for clients without supervision. Haight 
admitted that registrant's so-called "specialists" in various fields had 
"something less than expert or professional knowledge," '3/ and, as 
discussed below, registrant largely ignored "long-established" stocks and 
bonds. ' 


Registrant conducted its training course for new sales- 
men largely through Haight who, as a vice-president and later executive 
vice-president, was in charge of training and sales. Salesmen were 
instructed to tell prospects about registrant's “unigue" financial plan- 
ning service under which securities would be purchased in proportions 
designed to meet the clients' objectives, with about 50% of their funds 
being placed in mutual fund shares, 30% in a middle category lumping 
“blue chips" and real estate securities, and 20% in speculations and/or 
"special situations." 4/ 


Despite registrant's emphasis on the availability of all 
types of securities and the representation that high-grade securities or 
“blue-chips" would be included in the middle category of clients’ invest- 
ments, recommendations of listed securities were infrequent. Instead, 
registrant stressed securities on which it and the salesmen could make 

| 

2/ Registrant's radio advertising also suggested that listeners request 
a copy of its brochure, "Action Makes the Difference," which was 
written by Hodgdon and used by the firm's sales staff in soliciting 
new clients. The brochure stated, among other things, that "the 
‘haves' hold wealth in the form of stocks, real estate and oil, the 
thave-nots! ... in the form of insurance savings, Government Bonds, 
and deposits in lending institutions," and that financial counsel- 
ling could help the "have-nots® become “haves" and™provide [the 
best] financial blueprint for the future.” 


Several salesmen testified that they did not find the "specialists" 
who were supposed to assist them in their dealings with clients to 
be particularly knowledgeable or helpful, and stopped using them. 


| 
“Special situations" referred to companies assertedly having a 
special potential for growth such aS a patent or a new process. 
Carr and Kitain both testified that a “special situation" involved 
high risk. | 
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more money, i.e., mutual fund shares and underwritten offerings on which 
high commissions are charged, and unlisted securities, particularly those 
in registrant's inventory, that could be sold at a markup. 5/ 
Registrant's policy was reflected in a January 1961 memorandum from 
Haight and Carr, who was then senior vice-president, secretary and a 
substantial’ stockholder, to the other officers of the firm. It recom— 
mended that the salesmen be told occasionally what "blue chip" securities 
investment companies were buying and selling or registrant was recommend- 
ing so that’ in "initial" conversations with prospects the salesmen could 
"discuss" them and thereby show that the firm did not deal in only “high 
commission Situations," but stated that a great deal of listed securities 
would probably not be sold because of low commissions and greater empha- 
sis on other situations. The lumping of real estate securities, a high 
percentage of which were underwritten by registrant, with blue chips was, 
as the examiner found, improper and designed to encourage the inference 
that such securities were of the same high quality as blue chips. 


Various requirements and inducements were created by 
registrant to make salesmen produce a volume of transactions that would 
earn a high return. Salesmen were instructed to try to obtain clients 
who would follow the investment programs suggested by registrant, and 
were told to make at least 40 telephone calls daily to develop new 
clients, using lists of names obtained from telephone directories or 
elsewhere, and to conduct at least two interviews a day. Each salesman 
who had been with the firm for a year or longer was required either to 
sell $18,000 in mutual fund shares or the equivalent each month, or five 
mutual fund contractual plans in each two-month period, or to earn 
commissions netting him $600 per month from sales of securities designated 
as "high quality" by registrant, which included most of registrant's 
underwritings and securities in its inventory. 6/ Failure to meet these 
quotas was ground for and did occasion dismissal. Salesmen were issued 
lists of "preferred" mutual funds, all of which gave registrant recip- 
rocal business, and registrant paid bonuses semi-annually for sales of 
$30,000 or more of the shares of those funds. The fund which was most 
stressed, and most recommended and sold, was Aberdeen Fund of whose 
distributor Hodgdon was a director and stockholder until sometime in 
. 1963. 7/ When registrant engaged in an underwriting, salesmen were 
asked to indicate the amount of the issue they thought they could sell, 


a 


5/ Hodgdon testified that registrant's salesmen had only minor activity 
in listed securities because they were "not attuned to trading back 
_and forth in this type of thing." Carr instructed salesmen to tell 
prospective clients that registrant handled stocks on “all the 
Exchanges," but stated to the salesmen that he very seldom recom- 
mended blue chip or listed stocks since investors "became discouraged 
and didn't understand" if the stocks failed to appreciate in value. 
He told the salesmen that "professionals" (apparently referring to 
mutual funds) could pick a blue chip stock better than they, and that 
in recommending securities they should consider the commission to 
be earned. ? 


The salesmen's compensation from registrant was based solely on 
their sales. . 


The Aberdeen Fund shares were sold either on a contractual plan with 
a front-end load, or on a lump sum basis. 
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and pressure was applied if they failed to dispose of! the indicated 
quantity. 8/ At weekly staff meetings, salesmen were given a list of 
securities in inventory, the number of shares registrant wished the 
salesmen to sell, and the commissions for selling them. If the firm's 
position in a security became larger than desirable, the sales commis-— 
sion was increased. 


Registrant's sales staff was taught by Haight, Carr, 
Hodgdon and others to utilize a variety of high pressure and fraudulent 
tactics to obtain financial planning clients and then ‘induce them to 
convert their assets, including treir portfolios, into securities 
yielding respondents high profits. For example, Haight told salesmen to 
appeal to the prospect's fears 9/ and greed, to give clients only such 
facts as were necessary to support a sales presentation, and to dominate 
the interview, dramatize the facts, appeal to the client's sense of 
prestige, 10/ create a sense of urgency, and attempt to make each sale 
worth more. Another instructor taught the salesmen always to assume a 
sale when attempting to make one, and to use the "physical action close" 
in selling mutual funds, which meant to start filling out the application 
form in front of the client before he had expressed a willingness to buy. 


Carr suggested to the salesmen various reasons that 
could be given to clients to induce them to sell their portfolio securi- 
ties so as to free funds for investment in securities recommended by 
registrant. He told salesmen to recommend securities in an area where 
registrant had something to sell, or try to sell the client whatever 
was "easiest." He taught that, in selling, emotion was more important 
than logic, and that, "An ounce of enthusiasm at the proper time is 
worth a pound of knowledge." 11/ He suggested that if a customer wanted 
to read a prospectus the salesman should make him buy first by stating 
that the order could be cancelled later, since once a person owned a 
stock he read the prospectus differently. However, if the customer 
later did decide to cancel, Carr told the salesman to say, “What cancel! 
You should have doubled your order." ; 

Another asset of customers stressed in salesmen's training 
as a source of money for securities purchases was the life insurance 
policy. The salesmen were instructed by registrant's insurance "“special- 
ist," with whom they were required to consult before recommending to 
clients any changes in their insurance holdings, to "Get [the client's] 
cash first, then go after insurance, our only purpose in discussing 
insurance is to free more monies." This instruction stands in stark 
contrast to the statement in registrant's financial planning brochure 
that the firm's “insurance counselling service” was "the most important 


Hodgdon had a proprietary interest in several of registrant's under- 
writings. He told one salesman, who did not want to sell one of such 
underwritings because he considered it "an extremely high risk," that 
his cooperation on the underwriting was “vital to the interests of 
the firm" and that he was expected to do his part. 


Among other things, salesmen were told to stress the impact of infla- 
tion on savings and to dramatize the need for higher returns by 
citing "statistics" such as "54 men out of every 100 are living on 
friends, relatives and charity" and "50% of all Connecticut doctors 
who died in the last 10 years died bankrupt." 


One of registrant's instructors suggested that, in the sale of a gas 
and oil security, clients be told that they were being offered the 
opportunity of associating with the extremely wealthy in offsetting 
income and reducing tax obligations. 


ll/ Carr told the salesmen they should "hit [the] ‘hot: button'", which he 
defined as stressing the objective "dearest to [a client's] heart." 
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opportunity we can offer the average person who has only seen his 
protection program from the point of view of the life insurance salesman 
who sold it to him." In connection with one of registrant's underwrit— 
ings, Carr told the sales staff to "find the easiest money first, such q 
@s savings and loan money [and the] cash value of life insurance policies. 


b. Transactions with Clients 


We now discuss the manner in which registrant's salesmen, 
as well as officers, applied the fraudulent techniques described above 
in their dealings with financial planning clients. 


Adam 


Adam, who joined registrant as a salesman in 1960, 
became a “group manager" in 1962, supervising about five salesmen, and 
in 1963 was appointed an assistant vice-president. 


Dr. G, an anaesthesiologist, became a financial 
planning client of Adam in August 1960. At that time she owned listed 
securities worth about $30,000 and had a life insurance annuity purchased |e 
for $40,000 and $7,000 in cash. In December 1960, at Adam's request, — 
Dr. G gave him discretionary authority over her account, because, 
according to Adam, she had a "complete lack of knowledge of investments 
and Finencial Planning." At his suggestion, she deposited all dividend 
checks in her account with registrant for reinvestment as Adam saw fit. 


In January 1963 and March 1964, Adam sent to Dr. G 
analyses of her account under his stewardship. The 1963 report showed 
a net ioss of about $200 on purchases effected up to that time which was 
attributed to a severe market decline in 1962, but congratulated Dr. G 
on the overall performance to date. It concluded, "as we continue to 
work together over the years, we are planning to double the amount of 
invested capital." The 1964 report showed there had been a profit of 
about $7,000; 12/ and, in an accompanying letter, Adam wrote, "During the 
next 5 - 10 years your net worth could easily amount to $120,000 minimum 
rather than the present $75,000. Let's keep it up." However, neither 
report took into account or mentioned Dr. G's total loss in 1962 of her 
$11,000 investment in a speculative security purchased at Adam's 
suggestion. 


During the relevant period, Adam caused Dr. G to 
sell her entire portfolio of listed securities and cash in her annuity, 
and to purchase securities with the proceeds. Her total purchases con- 
sisted of about $30,000 in Aberdeen and another mutual fund, $12,500 
in highly speculative gas and oil programs, and about $50,000 in other 
securities, 13/ almost all of which were new issues that registrant was 
underwriting or for which it was acting as a member of the selling 
group, and stocks which registrant sold as principal at a markup. 


sss 
12/ In a note, the report stated that the client's purchases of gas and 


oil programs for $7,000 in 1963 and 1964 were not reflected, but 
no indication was given of the value of those securities. 


13/ These figures represent total purchases, including purchases paid 
for with proceeds of the sale of other securities purchased during 
the period. This is also the case with respect to the purchases 
in a number of other customer accounts described below. 
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Capt. S had a portfolio of individual securities 
valued at $45,567, in addition to shares in two mutual funds, when he 
became a financial planning client of Adam in 1960. Acting entirely on 
Adam's advice, Capt. S sold all but about $1,600 worth of his original 
portfolio aside from the mutual fund shares to buy other securities 
recommended by Adam, cashed in two life insurance policies to buy into 
one of registrant's real estate syndications, and obtained three bank 
loans totaling $12,400 to finance other securities purchases. Of a 
total of around $71,000 in securities purchased on Adam's recommendations, 
$61,000 represented securities sold by registrant as underwriter or 
principal. 14/ In September 1962, Adam sent Capt. S a progress report 
which showed losses in every category of investment except in the two 
mutual funds in his original portfolio. Adam nevertheless wrote, "You 
must be-complimented on your successful accumulation of wealth over the 
years. This success places you within the top 4% of all individuals 
in the country!" 


Harper 
Harper joined registrant as a salesman about the end 
of 1960. In about 1962, he was designated a "specialist" in the gas and 
oil programs offered by registrant to investors and he lectured to 
trainees in that area. He was appointed an assistant vice-president of 
registrant in 1963. i 


In about April 1961, Mrs. D, a divorcee with a 
dependent son, became a financial planning client of Harper. At that 
time she had a portfolio of high grade securities worth about $200,000 
which she had acquired through inheritance and gifts. Her yearly income 
consisted of about $7,500 from her securities, and $2,400 in alimony 
which she told Harper she was fearful of losing and which she needed "to 
sustain herself." She also told Harper that she would like to increase 
the income from her portfolio but that any changes weré to be into safe 
and well-seasoned stocks. As Harper was aware, Mrs. D'was a wholly 
unsophisticated investor. He told her that registrant specialized in 
“estate planning," and that she need not be concerned about stocks and 
bonds since she would have “expert advice." In August 1961, at a time 
when Mrs. D had already followed Harper's recommendations in selling 
about $25,000 worth of her portfolio and purchasing about the same 
amount of securities with the proceeds, Harper suggested a plan which 
involved the sale of a large additional portion of her portfolio. He 
told her that the securities to be sold had low yields and were over-— 
priced and that she should move into "less risky" investments. Mrs. D 

- agreed to the plan with Harper's assurance that his suggested changes 
made her position more secure. 15/ Mrs. D was forced to use proceeds 


14/ In November 1961, Capt. S purchased additional shares of a specula— 
tive security, which he had previously purchased at Adam's sugges— 
tion at a higher price, on Adam's recommendation that he should 
average down his cost per share, Adam representing that he had 
received word that the stock "was still a good buy." On the same 
day, however, Adam had advised Dr. G to sell the same security, in 
part because of adverse information he had received concerning the 
company. 


Harper wrote to Mrs. D that if she were willing to take risks, he 

coulda assure her of $1 million but “we are now keeping you comfor-— 
table and moving you towards the $500,000 - $750,000 level ... You 
are 50% better off today than you were [six days earlier] ... 

G.M. and Merck could now collapse and you would not be hurt." 
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from the sale of securities to pay the capital gains tax with respect to 
the portfolio securities she sold in 1961. The written financial plan 
which Harper submitted to her in October of that year placed in the 
“hich grade" investment catecory registrant's unseasoned real estate 
syndications which Harper had sold her. : 


At the end of September 1962, Mrs. D wrote to Harper 
that her primary reason for making such drastic changes in her portfolio 
had been additional income, and yet her 1962 income to date, $5,194, 
had been only $168 more than for the comparable period in 1961. Harper 
replied that she was much “better off" than $168 and that he still stood 
by “our projection of $15,000 to $18,000 income by 1964." 


= During the relevant period, Mrs. D, upon Harper's 
recommendations, sold more than $122,000 worth of securities from her 
original portfolio. On his advice she effected purchases of $20,000 in 
Aberdeen, $2,200 in another mutual fund, about $14,600 in a highly 
speculative’ cas and oil program, and about $87,000 in other securities, 
more than $82,000 of which registrant sold as underwriter, selling group 
member or principal. Of the latter amount, about $69,000 was placed in 
new issues which registrant was underwriting or for which it was acting 
as selling group member, notwithstanding her pleas for well-seasoned and 
safe investments. 


i Harper told Mrs. M, an inexperienced investor whose 
goal was retirement income, that she should consider him like a doctor 
who would be able to diagnose her financial potential. She testified 
thet she relied on Harper and usually followed his recommendations. 
Although Mrs. M stressed her desire for liquidity, Harper recommended 
and sold to her limited partnership interests in various real estate 
syndications which registrant was underwriting, assuring her that, in the 
event of an emergency, she could get her money out in a relatively short 
time. However, registrant only maintained "work-out" markets for such 
securities in which an investor could not dispose of them unless thére 
were a buyer available. When some of the syndications ran into difficul- 
ties, registrant was unable to find buyers for all those who wished to 
sell. After the distributions were reduced on two of the syndications 
purchased by Mrs. M, she expressed a desire to dispose of them but Harper 
Cissuaded her from attempting to do so. He called her several times 
before persuading her to buy another security which was highly specula- 
tive and about which Mrs. M felt "very insecure," representing to her 
that she could probably double her money in two or three years. Mrs. M's 
total purchases throuch Harper amounted to about $27,700. Mutual fund 
shares accounted for about $2,500 of this amount, and new issues which 
registrant was underwriting and securities sold by registrant as principal 
accounted for nearly all of the remainder. 


In progress reports to another client, Dr. B, Harper 
placed Dr. B's investments in registrant's real estate syndications in 
the "high grade” category along with the client's mutual fund holdings, 
and in one such report placed a gas and oil program which he had sold 
Dr. B into that catecory. On Harper's recommendations, Dr. B sold 
securities initially held by him for about $19,000, and thereafter 
effected purchases of about $26,00C in gas and oil programs, $11,000 in 
mutual funcs and $73,000 in other securities, of which latter amount 
about $50,000 represented securities underwritten by registrant or sold 
as principal. : 
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Kitain 


Kitain joined registrant in 1959. In the following 
year he was appointed manager of a new suburban branch office, and in 
1963 became an assistant vice-president. i: 


Mrs. Y became a financial planning client of Kitain 
early in 1961. At that time she had a diversified portfolio of high 
grade stocks and bonds valued at between $90,000 and $100,000, the 
management of which until then had been entrusted to relatives who peid 
her a quarterly allowance from the dividends and reinvested the remainder. 
She felt that her portfolio was not being given enough attention, and 
wanted "closer consultation" with a knowledgeable adviser since she 
herself was "ill informed" as to investments. Kitain told her that many 
of her stocks were of doubtful quality, that her portfolio was too 
conservatively invested for someone who was not dependent on the income, 
and that she should sell the bulk of it and divide $50,000 of the pro- 
ceeds equally between Aberdeen and another mutual fund which were more 
growth oriented. In partial fulfillment of Kitain's plan, Mrs. Y sold 

. more than.$30,000 of her portfolio and invested $30,000:in the two 

, mutual funds. She was not told that the mutual fund purchases entailed 
commission costs substantially higher than those charged on the purchase 
of listed securities, nor was she advised of the large tax liability on 
the profits she would realize from the sale of her portfolio stocks. 


Mr. R was a foreign service officer, married and 
with three small children. He had an annual salary of $10,000, a 
mortgaged home, $4,500 in cash and Government bonds, and small holdings 
of three listed securities. He told Kitain that his objectives were to 
provide for the college education of his children and to supplement his 
retirement income. Although Mr. R had been successful with one specula- 
tion and was interested in similar opportunities, he told Kitain that 
"generally speaking" he wished to continue buying safe growth stocks 
like those he already held. However, Kitain discouraged Mr. R from 
purchasing listed securities, recommending instead that) he buy Aberdeen 
and another mutual fund. He also told Mr. R that he could afford to 
speculate, and that it would be possible to convert his life insurance 
policies to lower-cost insurance which would give the necessary protec- 
tion and still free capital to invest in speculative situations. Mr. R 
converted certain insurance policies and borrowed on others, investing 
at least part of the proceeds in securities, including two of a specula- 
tive nature recommended by Kitain. He also on Kitain's advice made 
bank borrowings to effect securities purchases. 


Mrs. A, another financial planning client of Kitain 
with a very limited knowledge of securities, had prior to purchasing 
$15,000 worth of Aberdeen Fund shares pursuant to his recommendation 
complained that withdrawal of that amount from her savings and loan 
account would mean a yearly loss of about $600 in interest. Kitain 
advised that she could make quarterly withdrawals of $125 from her 
Aberdeen shares which would be covered by the fund's dividends. In 
fact, those dividends only partially covered the withdrawals and when 
Mrs. A discovered, after three withdrawals, that she waS consuming 
principal, she stopped the withdrawals. As of the date!of her last 
withdrawal, the price per share was slightly lower than/it had been at 
the time of her purchase. Kitain recommended and sold one speculative 
stock to Mrs. A on the representation that it was a better investment 
than the stock of another company in the same industry that had had a 
rapid rise in value. When the market price of the stock dropped she 
asked Kitain what was wrong and he replied, according to his testimony, 
that his firm was “not concerned" and a number of clients who had not 
had an opportunity to purchase the security could now purchase it at 
the lower price. Of the $34,500 worth of securities in addition to 
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Aberdeen that Mrs. A purchased through Kitain, all but about $6,000 
represented new issues sold by registrant as underwriter or selling 
group member and securities which it sold as principal. 


Davis 


Davis joined registrant as a salesman in 1957. Mr. 
and Mrs. M, who were inexperienced investors with investment objectives 
of long-term growth with a view to future financial independence, became 
financial planning clients of Davis early in 1960. Davis explained the 
concept of financial planning to them and told them that they “would 
have to have complete confidence in him [and] confide in him totally," 
and that with his expert help and that of registrant's staff of experts, 
the proper type of investments would be made for them. He recommended 
mutual funds and also told the M's they could afford to buy speculative 
issues, stating thet he did not know of anyone who ever got rich on blue 
chips because such stocks just varied a few points, and that the specula- 
tive securities he recommended would be "the blue chips of tomorrow." 


In recommending investments to the M's, Davis repre- 
sented that they would make great profits, generally within a specified 
time. He stated, for example, that one speculative security would 
double in value in about two years and that another security being issued 
at $4 would rise 1 to 3 points. As a rule, the M's did not receive a 
prospectus on new issues which they purchased until they got their 
confirmations, and relied on Davis! representations. On one occasion, 
however, Mr. M insisted on seeing a prospectus before purchasing a 
speculative issue Davis was recommending. Davis reluctantly agreed, 
stating "I will send it, but don't pay attention to it. It will not 
reflect what the situation truly is." When Mr. M read the prospectus 
and told Davis that the stock looked "dreadful," Davis replied that he 
Should ignore the prospectus, that prospectuses always painted a very 
bleak picture and that if people based their investment decisions on them 
“no one would ever put a cent into anything." 


Davis and registrant's insurance "specialist" also 
advised the M's to cash in their life insurance and purchase lower-cost 
term insurance, telling them that they would be notified when, with 
proper investments, they had become self-insured, at which point they 
could cancel their term insurance as well. The M's followed the advice, 
purchasing term insurance through registrant's specialist, and investing 
the proceeds obtained by surrendering their original policies in securi- 
ties which Davis recommended. Again acting on Davis! advice, they 
borrowed $5,200 for investment in two of registrant's real estate syndi- 
cations and abandoned their original intention of purchasing a farm, 
Davis telling them that they were better off investing in things that 
“would be making [{them].money." Apart from two purchases of listed 
securities initiated by the M's, virtually all of their total securities 
purchases of $22,574 effected upon Davis' recommendation represented 
mutual funds, new issues underwritten by registrant, and securities which 
registrant sold as principal. 


Davis had discretionary authority with respect to the 
financial planning account of Car. C, a naval aviator stationed overseas. 
Consistent with respondents' scheme, of total purchases of $14,981 in 
that account, $13,256 represented new issues of which registrant was the 
underwriter and securities which it sold as principal. 
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Kibler 


. Kibler joined registrant as a salesman in 1960. 
Mrs. S, an elderly widow with a portfolio consisting largely of listed 
securities having a value of about $50,000, became his ¢lient in 1962. 
Her stated objectives were greater income and safety, which, according 
to Kibler and as he advised her, were to be achieved by raising port- 
folio quality through elimination of weaker issues, increasing the 
efficiency of management by reducing the number of securities held, and 
placing the proceeds of sales in “high quality, diversified, and profes- 
sionally managed investments." Acting on Kibler's advice, Mrs. S$ sold 
more than half of her portfolio and invested about $12,500 in mutual 
fund shares and $19,500 in other securities, of which all but one small 
purchase were new issues which registrant was underwriting and securi- 
ties which it sold as principal. 


Dr. J, a federally-employed veterinarian, had a 
portfolio consisting of $7,000 invested in Government bonds and about 
$18,000 in high-grade securities. The financial plan which Kibler 
prepared for him specified a minimum financial goal of $87,000 to be 
accumulated by age 65, and safety as one objective. It recommended, 
among other things, that the Government bonds be sold, end that Dr. J's 
life insurance policies be converted to decreasing term) insurance "to 
increase death protection coverage during period of growth of investment 
program." Among other things, Kibler told Dr. J that registrant's real 
estate syndications which he recommended would be “easily marketable," 
and that this Commission required that prospectuses "not be particularly 
glowing" and "play down the future or well being" of the company whose 
securities were being offered. Dr. J sold his Government bonds-dnd other 
securities and reinvested the proceeds pursuant to Kibler's recommenda- 
tions. During the relevant period, apart from the replacement of a few 
of the listed securities in his portfolio with other listed securities, 
Dr. J invested about $25,500 in mutual fund shares, new issues which 
registrant was underwriting, and stocks which registrant sold as 
principal. 


Hodgqdon 


Mrs. W, who lacked investment experience, owned 
securities in a custodial account managed by a bank. She told Hodgdon 
that she was dissatisfied with the income from that account and, at his 
suggestion, transferred a substantial amount of municipal bonds from the 
bank to her account with registrant so that Hodgdon could sell them and 
reinvest the proceeds. During the relevant period, Mrs. W, acting on 
Hoagdon's recommendation, sold about $33,000 worth of municipal bonds 
and purchased $35,000 worth of other securities, of which $30,000 was 
invested in two speculative new stock issues that registrant was under- 
writing, and the remainder in stocks which registrant sold as principal. 
The yield on the securities purchased at Hodgdon's recommendation was 
“a good deal less" than she had been receiving before transferring the 
bonds from her custodial account. 


Haight | 


Miss T, an elderly woman with a high-grade diversified 
securities portfolio worth about $62,000, became a financial planning 
client of Haight in 1960. She told him she wanted increased income for 
her impending retirement. The financial plan which Haight prepared 
recommended, among other things, that 50% of Miss T's investment capital 
be placed in Aberdeen and another fund, 35% in individual securities 
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and real estate "all having outstanding quality characteristics," 16/ 
and 15% in! "special situations and/or intelligent speculations." He 
told Miss T that "investment companies were safer ‘than having everything 
in stocks." Miss T sold about $28,000 worth of securities from her 
original rtfolio. She purchased shares of Aberdeen and another mutual 
fund totaling $17,000, and other securities totaling $55,500, of which 
all but about $700 represented new issues being underwritten by.regis- 
trant and securities sold by registrant as principal. 


Miss B, also an elderly woman, with a portfolio of 
high-grade securities worth $120,500, sold mainly on Haight's advice over 
$52,000 worth of that portfolio. On his recommendation, she purchased 
shares of Aberdeen and another mutual fund totaling $20,000, and other 
securities totaling about $54,000, over $48,000 of which represented new 
issues which registrant was underwriting and securities which registrant 
sold as principal. - 


Carr 


In 1961, Col. F, who was stationed overseas and had 
limited means, gave Carr discretionary authority over his financial 
planning account. All of the 10 stocks in his portfolio were sold for 
about $7,800 and replaced with securities selected by Carr which, except 
for one minor purchase, consisted of Aberdeen shares and five new issues 
registrant was underwriting. Although all the securities purchased 
declined in value, Carr in 1962 advised their retention and suggested 
aéditional securities purchases before the market rose again. In 1963, 
after a further decline, Carr stated that the outlook for those securi- 
ties was still hopeful and that he aid not recommend any change. He also 
suggested that the client borrow on his life insurance to make an invest-— 
ment in a real estate syndication, but this advice was not followed. On 
Carr's recommendations to another client, Gen. A, certain stocks in his 
portfolio were sold, and he invested $2,500 in Aberdeen, and more than 
$33,000 in other securities consisting of new issues underwritten by 
registrant and stocks which it sold as principal. 


Other Salesmen 


Testimony was received with respect to two other 
financial planning accounts serviced by non-respondent salesmen which 
exhibited characteristics similar to those already described. In both 
accounts the customers were induced, by representations that they would 
fare much better, to sell securities they owned, worth about $40,000 and 
$19,000, respectively, and in one instance including mutual fund shares, 
and to buy other mutual fund shares and securities being underwritten or 
sold as principal by registrant. 


c. Conclusions 


It is abundantly clear from this record that under the 
guise of comprehensive "financial planning" encompassing the purchase of 
varied securities, including listed securities, the above respondents 
induced customers, who were generally inexperienced and unsophisticated, 


ié/ In his testimony, Haight attempted to make a distinction between the 
"real estate" referreG to in the financial plan and the limited part- 
nership interests in registrant's real estate syndications which he 
sola to Miss T, and took the position that his characterization of 
“outstanding quality characteristics" applied to the real estate, 
not =o the security interests in such real estate. We find this 
distinction unacceptable. 
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to believe that their best interests would be served by following the 
investment program designed for them by respondents. In fect, such 
programs were designed to sell securities that would provide the greatest 
gain to respondents, rather than to promote the customers' interests; 
inéeed, in some instances, the recommendations were directly contrary to 
the customers' expressed investment needs and objectives. Moreover, 
various representations were made to clients to lull them into a feeling 
of security or to believe that their complaints were unjustified, and 
thereby sustain their confidence for further recommendations. Sush con- 
duct was clearly contrary to the basic obligation of professionals in 
the securities business to deal fairly with the investing public. 17/ 


Respondents contend that they did not engage in a scheme 
to defraud since the evidence does not establish any "agreement" to 
defraud clients, but, at most, non-fraudulent parallel) action. Hodcdon 
in addition contends that mutual fund sales, which were required by 
registrant's financial planning approach, may not be treated as "self- 
enriching" recommendations for purposes of determining; whether a scheme 
to defraud existed, and he and other respondents argue; that it is not 
possible to derive any pattern or draw any inferences zrom the “handful 
of cases" considered by the examiner. 


There is no merit in these contentions. No express 
"agreement" is necessary to establish the existence of! a scheme to 
defraud. It is enough that each of the individual respondents knowingly 
joined or participated in a common undertaking that he, knew or should 
have known was fraudulent. i8/ As we have seen, registrant conducted 
training programs and staff meetings where instruction! was given in the 
sales techniques which we have described and which were used by respond- 
ents to obtain clients and induce them to purchase certain types of 
securities. Since, as we have concluded, these sales techniques were 
designec and operated to defraud clients, it is clear that registrant and 
the individual respondents engaged in a scheme to defraud investors. The 
fact that mutual fund shares may be considered a desirable investment does 
not militate against our conclusion that such shares, as well as other 
securities, were recommended to clients for the primary purpose of obtain- 
ing greater compensation for respondents, which was the cist of the scheme 
we have found. Nor is the finding of a scheme to defraud precluded 
because of the absence of evidence as to respondents' transactions with 
clients who were not called as witnesses, with respect to which transac- 
tions respondents assert they were misled into not adducing evidence. 
Such evidence would not have derogated from the pattern of conduct that 
was established not merely by the testimony of the clients who were called 


17/ See Mac Robbins & Co., Inc., 41 S.E.C. 116, 117-19 (1962), aff'd 
sub nom. Berko v. S.E.C., 316 F.2d 137 (C.A. 2, 1963); J. Locan & 
Co., 41 S.E.C. 88, 98 (1962). See also Richard N. Cea, Securities 
Exchange Act Release No. 8662, pp. 8-9 (August 6,'1969): “Although 
the customers described their financial situations and objectives to 
these respondent salesmen, the salesmen recommended purchases of 
securities that were far from commensurate with the investment objec- 
tives disclosed by such customers. It was incumbent on the salesmen 
in these circumstances, as part of their basic obligation to deal 
fairly with the investing public, to make only such recommendations 
as they ha@ reasonable grounds to believe met the! customers' expressed 
needs and objectives." 


See Blue v. U.S., 138 F.2d 351, 358, 360 (C.A. 6,' 1943), cert. denied 


322 U.S. 736; Oliver v. U.S., 121 F.2d 245, 249 (C.A. 10, 1941); 
cert. denied 314 U.S. 66. 
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as witnesses by the staff, but also by registrant's entire method of 
operation including its training program. We do not hold that the 
“cold calls" to prospects and the obtaining of financial information 
from them were fraudulent per se, and do not interpret the examiner as 
so holding, as respondents contend he did, but that these were merely 
elements in the overall fraudulent scheme. 


Hodgdon's assertion that there is "a paucity of 
evidence" implicating him in the fraudulent scheme is particularly 
untenable. He was in active charge of registrant's business, held 
weekly officers' meetings at which every aspect of running the firm was 
discussed, and instituted the "financial planning" program. He assisted 
in preparing the firm's fraudulent radio advertising, wrote its finan- 
cial planning brochure, a blatant "come-on" for the unsophisticated 
investor, and participated in registrant's training program. He 
attended the firm's staff meetings at which particular securities were 
recommended to the salesmen for sale to clients and the firm's under- 
writings, which he selected, were described to the salesmen ana their 
indications of interest taken. Although the radio advertising stated 
that registrant, while alert for new opportunities, never forsot "“long- 
established stocks," and registrant's ratio system placed blue chips in 
the middie category of the financial plans drawn up for its clients, 
he fostered a negative attitude towards recommendations of listed 
securities. Finally, he treated Mrs. W's financial planning account in 
the same manner as registrant's salesmen were trained to deal with their 
clients' accounts, causing her to sell high-grade securities from her 
portfolio and reinvest the bulk of the proceeds in new and speculative 
issues that registrant was underwriting. We think it evident that 
Hodgdon was not only fully cognizant of but directed the fraudulent 
scheme we have found here. 


Finally, respondents contend that the hearing examiner 
applied improper standards in determining that their securities recom- 
mendations to clients were unsuitable. This contention reflects a mis- 
apprehension of the examiner's decision. Neither the examiner's 
conclusions, nor our own, as is evident from the foregoing discussion, 
rest on a determination that the securities recommended and sold were 
“unsuitable.” 


We discuss now materially false and misleading statements made 
by various respondents in the offer and sale of particular securities. 


2. Fraudulent Representations in Sale of Securities 


a. Van-Pak, Inc. 


Van-Pak, Inc. was organized in 1959 to operate as a 
freight forwarder of individuals' household goods by the so-called 
“containerization" method, primarily to and from overseas military 
installations. In February 1962, pursuant to a registration statement 
filed under the Securities Act, the company commenced a public offering 
of 80,000 shares of its common stock at $5 per share through registrant 
as underwriter. The State of Virginia refused to allow the issue to be 
sold there because it found Van-Pak to be insolvent, and Hodgdon so 
advised registrant's other officers and the salesmen. Registrant had 
difficulty in disposing of the’shares and the offering was not completed 
until mid-April 1962. 3 


In the offer and sale of Van-Pak stock, Hodqdon 
represented to a financial planning client that Van-Pak had developed 
a new type of container, that it had or expected to get government 
contracts and should therefore grow rapidly, that it expected to start 


- JA 324 


-16- i 34-9082 
paying dividends, and that the client would realize a good profit ina 
short time. Haight told one customer that "when" the price of Van-Pak 
doubled, she could sell half of her stock and regain her: original 
investment, and represented to another that Van-Pak had defense contracts 
and should have a bright future. He cid not disclose to! the latter 
customer, a Virginia resident, that Van-Pak stock was disqualified from 
sale in that state because of Virginia's finding of insolvency. 


Carr told a customer, in February 1962, that Van-Pak 
had developed a new type of shipping container for which! there was a 
great demand, and that he. felt certain that the stock would appreciate 
considerably and would "double or better" in six months.; The customer 
asked for a prospectus but Carr told him that it was "fairly urgent" 
that he make up his mind at once since there was only ai very limited 
number of shares left. The customer then purchased 100 shares. 19/ 
Carr told another customer, a Virginia resident, that Van-Pak was "one 
of the most promising issues that had come to his attention" and that 
"3t couldn't miss." He did not disclose that Van-Pak could not be sold 
in Virginia on the ground of insolvency. 


Davis stated to one customer that Van-Pak had a new 
process of storage or moving and expected to get substantial Government 
contracts that would materially increase the value of its stock, and 
that it was a “real hot issue" and would be a "terrific" and sound 
investment that was likely to appreciate 2 or 3 or 4 times in a very 
short period. He told a second customer of Van-Pak's "revolutionary" 
moving process and that it expected Government contracts, and another, 
that Van-Pak had a virtual monopoly on transporting the effects of 
military people to and from overseas installations. Kibler represented 
to two customers that Van-Pak had Government contracts for the trans- 
portation of household goods in a new type of container developed by it. 
He told one that the stock was an "excellent buy," and in all probability 
would increase in price a point or two by late fall and rather rapidly 
within a year or two. He did not disclose to the other,| a Virginia 
resident, that the stock could not be sold in Virginia on the ground 

of the company's insolvency. Harper told one financial planning client 
that Van-Pak had a new system of transportation and that she might be 
able to sell the stock later at a much higher price, and another that 
Van-Pak was very progressive with new methods of moving, and looked like 
it had a very good future. Kitain represented to one customer that the 
president of Van-Pak had stated there were possibilities of cetting a 
Defense Department contract, and to a second, that Van-Pak stock "had 


very fine prospects of doubling itself" in about 6 to 9 months. 


Respondents! representations were entirely at 
variance with the picture given in the Van-Pak prospectus. That document 
stated that the containerization method of shipment was ‘not new in the 
industry and had not been originated by Van-Pak, that tHe Military 
Traffic Management Agency had approved the company's tender of service 
which, however, merely authorized Van-Bak to compete for business at 
various military installations, that the company was in jcompetition not 
only with vanline movers, many of which had larger financial resources, 
but also with the Military Sea Transport Service, an instrumentality of 


Meena 


19/ When the customer receiveé the prospectus, he called Carr and told 
him he was upset by the financial condition of the company and the 
fact that the prospectus said nothing about Van-Pak manufacturing 
containers. Car replied that he could cancel if he wished, but 
that it was Carr's judgment that Van-Pak was going to "come out of 


the red" and do well in the manufacture and sale of its container. 
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the Government, and that Van-Pak had never paid any dividends nor did 

it presently intend to do so. The prospectus did not refer to the 
manufacturing of containers for sale. It merely stated that Van-Pak had 
leased some of its containers to industry, which operation had not 
accounted for a significant percentage of total revenue, and that the 
company had plans to pursue this business further. Finally, the pro- 
spectus revealed that Van-Pak was insolvent by an amount exceeding 
$100,000. Van-Pak's president testified that his company had no 
contracts with the Defense Department or any other Government agency and 
that he never told any representative of registrant that it had or anti- 
cipated getting any, and that approval of Van-Pak's tender of service 
did not guarantee it any income. 


ZA Respondents are not aided by their assertion that they 
were justified in expressing optimism concerning Van-Pak because of its 
improved business for the five months ending February 1962, the lifting 
of certain travel restrictions on military dependents by the Government, 
and a number of favorable factors occurring after the prospectus was 
written. Such factors could not justify the outright falsehoods and the 
extravagant predictions which they made, particularly in view of Van-Pak's 
insolvency. Moreover, we have repeatedly held that price predictions 
of the kind made here are inherently fraudulent. 20/ Nor is there any 
merit to respondents' contention that the hearing examiner improperly 
credited the testimony of customers instead of their own. The hearing 
examiner heard the witnesses, observed their demeanor, and noted that at 
least ten customers had testified to similar representations being made 
to them concerning Van-Pak Government contracts. We find nothing in the 
record to warrant overturning the examiner's determination to credit the 
customers' testimony. 


We find that in the offer and sale of Van-Pak stock, 
fraud of a serious nature was practiced on registrant's customers, and 
conclude that, in connection therewith, registrant, together with or 
willfully aided and abetted by Hodgdon, Haight, Carr, Harper, Kitain, 
Davis and Kibler, willfully violated the above cited antifraud provisions. 


b. U.S. Infrared Corporation 


U.S. Infrared Corporation ("USI") was incorporated in 
August 1960 to develop and manufacture an infrared heat detector for use 
chiefly in spotting railroad “hot boxes." Amann, then a vice-president 
of registrant, was one of the promoters of USI and sought to interest 
Hodgdon in having registrant undertake a private offering of the 
company's stock. Hodgdon investigated the situation and was unimpressed, 
and he, Haight and other officers of the firm sought to dissuade Amann 
from proceeding with this venture. However, upon Amann's representation 
that he had made a commitment to obtain financing for USI, Hodgdon agreed 
to allow a “private placement" of the company's stock through registrant, 
although he issued a memorandum to all salesmen stating that USI was a 
gross speculation and directing any of them who wished to offer USI 
stock to their clients to tell them that registrant regarded it as too 
speculative to merit approval at that time. Between August 30 and 
October 7, 1960, registrant sold 45,430 shares of. USI stock at $1.10 per 
share to 18 customers. Thereafter, in July 1961, USI solicited its 


20/ See, e.g., Richard N. Cea, Securities Exchange Act Release No. 
8662, p. 6 (August 6, 1969); Kennedy, Cabot & Co., Inc., Securities 
Exchange Act Release No. 8817, p. 6 (February 16, 1970). 
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stockholders, by a letter and accompanying memorandum wHich were signed 
by Amann as both chairman of USI's executive committee and vice-president 
of registrant, to purchase USI convertible debentures. When Hodgdon saw 
these documents, he sent out telegrams stating that Amann had not been 
authorized to sign the documents on behalf of registrant and that 
registrant disavowed them, and discharged Amann. 21/ 


In the stock offering, Amann represented to one 
customer that USI's device was being well received by the railroads, 
that the results of their tests were excellent, and that registrant 
might ‘subsequently underwrite a public offering of USI stock at $4 per 
share. This customer was not told of registrant's unfavorable opinion 
of USI, and he testified that he would not have bought the stock if he 
had been told. Amann stated to another customer that USI's device had 
tremendous potential, and that he was being given an opportunity to buy 
at a low price before USI made a public offering through registrant. <A 
third investor, who purchased a $10,000 convertible debenture in July 
1961, was told by Amann that he had received a "fantastic" report on 
USI's device by a group of engineers that included foreigners, which 
would give the product a potential foreign as well as a' domestic market, 
that it was a good time to buy since there was a large potential market 
for the product, and that Amann visualized the common stock into which 
the debenture was convertible as "really rising." Amann Gia not inform 
the investor that by then USI was in desperate financial straits. 


Kitain told a customer during the private stock 
offering that an investment in USI would be profitable, and that the 
customer would be coming in on the ground floor since USI would go 
public at a higher price later on- 


There was no reasonable basis for the representations 
made. USI's infrared device was never placed in production or success— 
fully marketed. Amann admitted that every time the device was shown to 
the railroads, at whom it was primarily aimed, it was found to require 
further refinement. 22/ USI never made a profit and experienced 
continual losses. In September 1961, it became inactive for lack of 
funds to carry on its business. There was no justification for repre- 
sentations that a highly favorable engineering report had been received, 
that USI would be profitable, that there would be a public offering 
through registrant as underwriter, or that the offering price would be 
higher than the current sales price. 


We conclude that in the offer and sale of USI stock, 
registrant, together with or willfully aided and abetted by Amann and 
Kitain, willfully violated the above cited antifraud provisions. 


ce. Paragon Electrical Manufacturing Corporation 


Paragon Electrical Manufacturing Corporation was 
incorporated in 1960 to develop and market a reusable crimp-type wire 
connector and its related tool. In January 1961, registrant undertook 
to place privately 20,000 shares of Paragon stock at $5'.50 per share. 


Amann was reemployed by registrant as a salesman in October 1961. 


A USI progress report of February 24, 1961 stated that sales visits 
to two railroads indicated that its heat detector was not suffi- 
ciently engineered for any particular applications to be of great 
value. USI eventually obtained orders for two of its devices, but 
they were never delivered because the company lacked the production 
capability. 
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Carr represented to a customer that Paragon had 
agreements with General Electric Co. and Westinghouse Electric Co. for 
the distribution of its wire connector, that the customer would make a 
very nice profit after the stock was offered publicly, and that there 
was even talk of a 3 for 1 stock split prior to such offering. There 
was no basis for these representations. Although the two named electric 
companies purchased some connectors from Paragon, they had no distribu- 
tion agreements with it. Paragon never made a public offering of its 
stock and, while the possibility of such an offering may have been 
discussed, there was no justification for the statement made to the 
customer which assumed it would take place. Nor was a stock split ever 
contemplated. 


¥ 


We conclude that in the offer and sale of Paragon 
stock, registrant, together with or willfully aided and abetted by Carr, 
willfully violated the cited antifraud provisions. 


dad. Apache Canadian Gas and Oil Program 1961 


P Registrant, beginning in August 1961, participated 
in a registered offering of 100 units of Apache Canadian Gas and Oil 
Program 1961 at $5,000 per unit. The proceeds of the offering were to 
be used for the acquisition, exploration and development of gas and oil 
leaseholds in Canada. 


Harper sold an Apache unit to Mrs. D, a financial 
planning client. Mrs. D soon became dissatisfied with her investment and 
tried several times to get Harper to sell it for her, but Harper dissuaded 
her, stating with strong emphasis that it would be a grave error to do 
so and that he knew of anxious buyers for the units. In his Febraury 1962 
report to Mrs. Don the status of her account, Harper listed her invest- 
ment in Apache at $7,500 (representing the cost price of $5,000 for one 
unit and assessments of $2,500) followed by a plus sign, with the 
notation that such figure might be considered an undervaluation since 
bids had run as high as $25,000 per unit. He also told Mrs. D that a 
unit would be valued higher than $25,000. In August 1964, he represented 
to Mrs. D that the value of her investment was $35,000, advising her that 
Several buyers "would pay that price," and that it would be "a great 
mistake" to sell. Harper made similar lulling representations to Dr. B, 

a financial planning client, who had purchased an Apache unit for 

$12,050 subsequent to the offering. In a January 1963 report to Dr. B, 
Harper valued the unit at $22,000, and in February 1964 he represented the 
value to be $30,000 with a potential worth of $100,000. 


Harper asserted that he obtained his valuation 
figures from the corporate sponsor of the Apache program. An officer 
of the sponsor testified, however, that there was no basis for the 
figures which Harper supplied to his clients. It is obvious from 
Harper's testimony, moreover, that the figures he used were the 
Sponsor's estimates of total future income per unit. We conclude that 
registrant, together with or willfully aided and abetted by Harper, 
willfully violated the above antifraud provisions. 


e. Data Processing Corporation of America 


Davis, in connection with a transaction in 1961 in 
the stock of Data Processing Corporation of America ("DPCA"), which had 
been organized two years earlier to establish and operate data processing 
service centers, wrote to his customer that there would shortly be a 
public offering of the stock at a price considerably more than the $3.50 
per share paid by him and that market interest should Make the price 
behave favorably after the public offering. 
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There was no reasonable basis for these representa- 
tions. As Davis admittedly was aware, a DPCA underwriting was only in 
the talking stage and there was no assurance that there would be a 
public offering. We conclude that Davis willfully violated the antifraud 
provisions of Section 17(a) of the Securities Act and Section 10(b) of 
the Exchange Act and Rule 10b-5 thereunder. We make no adverse finding 
as to registrant in this respect because Davis' transactions, like 
other transactions in DPCA stock by Amann, Kitain, and another salesman, 
were concealed from registrant and not recorded on its books. The 
participation of Amann, Kitain, and Davis in sales of the stock on 
behalf of DPCA in alleged violation of the registration provisions of 
the Securities Act is treated below. 


Sales of" Unregistered Securities 


The examiner found that the offer and sale of unregistered USI, 
DPCA and Paragon stock discussed above did not qualify for the claimed 
“private offering" exemption from registration, and that, accordingly, 
registrant and the various respondents who participated willfully 
violated the registration provisions of the Securities Act. 


Respondents assert that the investors in these three stocks 
understood the nature of the issuers' businesses and the speculative and 
venture capital quality of their investment, and that under the circum— 
stances the offerings qualified for the exemption. They additionally 
contend that they relied on a 1935 Commission interpretation, published 
in the Federal Register in 1946 and assertedly applicable at the time of 
the offerings in question, which they claim exempted from registration 
all offerings, including the ones in question, made to less than 25 
persons. 


We agree with the examiner that there was no basis for the 
claimed exemption. The USI, DPCA and Paragon offerings were made to 
various inadequately informed persons who clearly did not occupy a 
relationship to the issuers giving them access to the same kind of 
information that a registration statement under the Securities Act would 
have supplied, nor did they possess suchinformation. Under such circum- 
stances, as held by the Supreme Court in S.5.C. v. Ralston Purina Co., 23/ 
the small number of offerees is not determinative of whether an offering 
is private. And, as one Court has recently pointed out, "Sophistication 
is not a substitute for ‘access to the kind of information which 
registration would disclose.'" 24/ 


Aside from the fact that the landmark Ralston Purina decision 
was issued in 1953, long before the transactions at issue here, respond- 
ents' asserted reliance on the interpretation published jin the 1946 
Federal Register was wholly misplaced since it was based on an excerpt 
taken out of context. That interpretation specifically states that 
"the determination of what constitutes a public offering is essentially 
a question of fact, in which all surrounding circumstances are of moment. 
In no sense is the question to be determined exclusively by the number 
of prospective offerees." 25/ Nor was Amann relieved of responsibility 


23/ 346 U.S. 119 (1953). See also Gilligan, Will & Co. v. S.E-C., 267 
F.2d 461 (C.A. 2, 1959), cert. denied 361 U.S. S9E= 


24/ U.S. v. Custer Channel Wing Corporation, 376 F.2d 675, 678 (C.A. 4, 
1967), cert. denied 389 U.S. 850. 


25/ Securities Act Release No. 285 (1935), ll Fed. a 10952 (1946). 
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by the reliance he assertedly placed on the advice of counsel and 
Hodgdon. 26/ 


Hodgdon approved the sale of the USI and Paragon offerings 
through registrant end reviewed lists of prospective offerees which he 
required the salesmen to submit to him. He should have been aware that 
no private offering exemption was available. 27/ We conclude that 
registrant and Hodgdon, together with Amann and Kitain in the offer 
and sale of USI stock, and with Carr in the offer and sale of Paragon 
stock, willfully violated Sections 5(a) and 5(c) of the Securities Act, 
and that Amann, Kitain and Davis willfully violated those provisions 
in the offer and sale of DPCA stock. 


Other Violations 
a. False Records 


When Hodgdon learned that the State of Virginia had banned 
sales of Van-Pak stock, he told registrant's salesmen that, in the 
opinion of counsel, sales could be made to Virginia residents provided 
they were solicited outside the state, and that, if possible, legitimate 
non-Virginia business addresses for such customers should be used for 
purposes of such transactions, since it was desired to have "as little 
occasion as possible to irritate anybody in the Virginia Securities 
Commission." Where an address out of the State could not be used, the 
salesmen and registrant's clerical staff were instructed to mark order 
tickets and confirmations "unsolicited." Haight and Adam admitted 
marking order tickets in accordance with this instruction. It is clear 
that confirmations of transactions with Virginia residents who were 
solicited outside that state but had only a Virginia address were marked 
"unsolicited." In addition, the record contains several instances where 
Virginia residents who were solicited to purchase Van-Pak stock in 
Virginia received confirmations similarly marked. The record does not 


show that Hodgdon, Haight or Adam knew or should have known of these 
latter instances. 


Hodgdon argues that the notation "unsolicited" was merely 
"a shorthand expression" for "not solicited in Virginia" and that 
inclusion of the term "was of no relevance from the standpoint of the 
Commission's legitimate interests." We disagree. Without taking any 
position on whether registrant's sales complied with Virginia law, we 
think it clear that the use of the term "unsolicited" where the order 
was in fact solicited constituted a false entry which could hamper this 
Commission in its investigatory functions. 


We conclude that registrant, willfully aided and abetted by 
Hoigdon, Haight and Adam with respect to sales solicited outside of 
Virginia, made false entries on its records in willful violation of 
Section 17(a) of the Exchange Act and Rule 17a-3 thereunder. 


26/ Gearhart & Otis, Inc., Securities Exchange Act Release No. 7329, 
p- 34 (June 2, 1964), aff'd 348 F.2d 798 (C.A.D.C. 1965); Mark 
E. O'Leary, Securities Exchange Act Release No. 8361, p. 7 (July 
25, 1968). : 


See Century Securities Company, Securities Exchange Act Release 

No. 8123, p. 9 (July 14, 1967), aff'd sub nom. Nees v. S.E.-C., 

414 P.2d 211, 220 (C.A. 9, 1969). We reject Hodgdon's contention 
that a violation of the registration provisions cannot be found as 

to him because the more definite statement of charges furnished by 
the Division did not name him as having "singly" violated them. 

That statement did not affect the sufficiency of the allegation in 
the order for proceedings that he committed such violations “in 
concert with" others. 5 
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b. Failure to Amend Application for Broker-Dealer 
Registration . T 


During the relevant period, registrant's application for 
broker-dealer registration was not amended to reflect the election of 
certain officers and directors. Registrant argues that its failure 
to amend wes inadvertent, and therefore not willful, and Hodgdon 
points to his testimony that he had delegated responsibility for 
preparing such amendments to his executive secretary and was unaware 
that they were not timely filed. 


A finding of willfulness within the meaning of Section 15(b) 
of the Exchange Act does not require a finding of intention to violate 
the law. Hodgdon was responsible for registrant's compliance with 
amendment requirements. His delegation of responsibility to a 
ministerial employee did not relieve him of his obligation to make 
certain that appropriate filings were made. 28/ We conclude that 
registrant, willfully aided and abetted by Hodgdon, willfully violated 
Section 15(b) of the Exchange Act and Rule 15b3-1 thereunder. 


¢c. Failure to Transmit Funds Promptly 


Rule 15c2-4 under the Exchange Act provides in pertinent 
part that it is a "fraudulent, deceptive or manipulative act or 
practice" within the meaning of Section 15(c) (2) of the Act fora 
broker or dealer participating in a distribution of securities to 
accept the proceeds thereof unless “promptly transmitted’! to the 
persons entitled thereto. 

Registrant was the underwriter on a "best efforts" basis 
of an offering of stock of Southeastern Mortgage Investors Trust. 

During the period January 20 to February 28, 1964, registrant transmitted 
the proceeds of sales of Southeastern stock to the issuer after varying 
periods of time. Such transmittal, in our view, was not prompt at 

least with respect to 46 sales where it occurred 11 to 15 days after 
receipt of the funds. 29/ Accordingly, we conclude that ‘registrant 
willfully violated Section 15(c) (2) of the Exchange Act and Rule 15¢c2-4 
thereunder. 


Other Matters 


Respondents pursue various contentions that we previously 
considered and rejected on interlocutory appeals from rulings of the 
hearing examiner. They argue that we are precluded from imposing 
sanctions upon them by reason of prejudgment, chiefly because of the 
discussion of certain of registrant's activities in the 1963 Report of 


28/ See Sterling Securities Company, 39 S.E.C. 487, 495 (1959); 
Peoples Securities Company, 39 S.E.C. 641, 645 (1960); Alfred 


Miller, Securities Exchange Act Release No. 8012, pp. 6-7 
(December 28, 1966) . 


29/ Contrary to registrant's contention, we consider that it received 
payment for a purchase upon receipt of a customer's check, not 
On the settlement date when it merely made the bookkeeping entry. 
In cases, however, where the customer had a credit balance in 
his account sufficient to cover the purchase price, we have 
treated payment as having been received by registrant on the 
settlement date, when the account was charged with payment. 
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Special Study of Securities Markets; 30/ that respondents! request for 
production of Special Study memoranda by or between the Commission 

and its staff relating to respondents was improperly denied; and that 
we wrongfully rejected their requests to make these proceedings 
private and to grant oral argument on such requests. These arguments 
are without merit. 


Respondents? contention with respect to prejudgment, if it 
prevailed, would have the effect of immunizing from administrative 
proceedings not only every firm named in the Special Study as to which 
an adverse comment was made, but also every unnamed firm whose activi- 
ties were considered in making an adverse comment. There is no 
basis for such a result, and it certainly was not contemplated by the 
Congress when, in Section 19(d) of the Exchange Act, it expressly 
directed the investigation to ascertain the adequacy of investor 
protection in the securities markets which resulted in the Special 
Study report. Our letter transmitting that report to the Congress 
made it clear that the investigation which was made and the writing 
of the report were the work of a separate staff established within 
this Commission under the supervision of a director appointed for that 
purpose, and while the Commission “worked very closely" with the staff 
and went over its report, "the judgments, analyses and recommendations 
in the report [were] those of the [staff] and not the Commission." 31/ 
Even assuming that consideration of the report played some part in the 
much later determination to institute these proceedings against respond- 
ents, 32/ this would in no sense constitute prejudgment of the issues 
raised herein. 33/ The Commission, in carrying out its statutory 
responsibilities, could hardly be required to ignore the report, the con- 
sideration of which would, as recognized by the Administrative Procedure 


30/ H. Doc. No. 95, Pt. 1, 88th Cong., 1st Sess., 109-110, 261-2 (1963). 
The Special Study, after observing that specialization is "in 
many respects desirable," cited registrant as an example of a 
broker-dealer who specializes but projects an image to the public 
of “equal willingness to sell, and equal knowledge about, securi- 
ties other then those within his specialty." Noting that the 
firm recommended investments by its customers primarily in real 
estate syndications, a number of which were promoted by the firm, 
and mutual funds, with one of which the proprietor of the firm 
was affiliated, the Special Study stated that “in such instances, 
specialization strains the broker's obligation to deal fairly 
with his customer and strains it even further where a relation- 
ship cf trust and confidence has been developed." 


Special Study, su ra, p. IV. 


Although the report was submitted to Congress in 1963, these 
proceedings were not instituted until 1966 after a further 
investigation, initiated in late 1964, had been made by our staff. 
The allegations in the order for proceedings and the evidence in 
the record cover a period of time subsequent to the report's sub- 
mission, and include matters that were not even mentioned in 

the report. 


See San Francisco Mining Exchange v. S-E-C., 378 F.2d 162, 167 
(C.A. 9, 1967). See also Federal Trade Commission v. Cement 


Institute, 333 U.S. 863 (1948); Pangburn v. C.A.B., 311 F.2d 
349 (C.A. 1, 1962). 
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Act ("APA"), be entirely consistent with the dual functions of a prosecu- 
tory and adjudicatory nature exercised by the Commission. The Special 
Study memoranda, being investigatory in character, were properly kept 
confidential. Finally, it may be noted that none of the present 
Commissioners was associated with this Commission at the time the 
Special Study report was prepared and submitted to Congress, and that 
eur decision herein is based solely on the record made by the parties 
before the hearing examiner. 34/ 


The determination of whether a proceeding shall be public 
or private rests within our discretion. 35/ In this case we considered 
that, in view of the gravity of the charges made against registrant 
and its management and salesmen, their desire for privacy was out- 
weighed by the general public interest and the interest of investors. 36/ 
These considerations were still applicable when respondents, three 
months after the proceedings were instituted and after hearings had 
begun, requested that all further proceedings be kept private. 37/ 
And, in the absence of a statutory requirement, respondents were not 


34/ As further "evidence" of prejudgment, respondents point to the 
press release issued when these proceedings were instituted. 
That release, however, made it clear that the violations were 
alleged, not found, that the allegations were those of the staff, 
not the Commission, and that a hearing would be held to determine 
whether the alleged violations had occurred, and, if so, whether 
any remedial action should be ordered. Securities Exchange Act 
Release No. 7833 (March 3, 1966). Cf£. Federal Trade Commission v. 


Cinderella Career and Finishing Schools, Inc., 404 F.2d 1308, 
1312-15 (C.A.D.C. 1968) . 


Section 22 of the Exchange Act provides that “hearings may be 
public," and Rule 11(b) of our Rules of Practice states that all 
hearings with certain exceptions not applicable here "shall be 
public unless otherwise ordered by the Commission." | 


See. R. A. Holman & Co., Inc., Securities Exchange Act Release No. 
7770, p. 13, n. 25 (December 15, 1965), afftd 366 F.2d 446 (C.A. 2, 
1966). In J. HE. Goddard & Co., Inc., 41 S.E.C. 964, 966 (1964), 
in setting forth some of the considerations which favor public 
proceedings, we stated that such proceedings enable investors to 
institute causes of action against broker-dealers promptly before 
any of their witnesses have become unavailable, may encourage 
persons to come forward to testify or to request leave to be heard 
or to intervene, may alert investors to certain activities of 
broker-dealers, and inform the industry that the Commission has 
instituted action with respect to such activities. : 


Respondents also complain that they were not furnished with a 
statement they requested of the number of private Commission proceed- 
ings within the year prior to institution of the instant proceedings 
and the nature of the charges involved in such proceedings. Aside 
from the fact that the request does not appear to have been properly 
presented to us because it was raised for the first time in a brief 
seeking review of an examiner's ruling which did not relate to such 
request, the information sought would not have disclosed the 

bases for our action making the other cases private. 
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entitled to oral argument on the issue of public or private 
proceedings. 38/ 


we also reject respondents' further contentions that the 
Division improperly suppressed evidence favorable to their defense, that 
these proceedings were unfairly based upon "sweeping allegations," and 
that “undue delay" in instituting them denied respondents due process 
and violated the APA. 


Respondents cite Brady v. Maryland 39/ for the proposition 
that prior to the hearings the Division was required to furnish a list 
of all prospective witnesses, oral and written statements taken from 
them, summaries or memoranda of staff interviews with such witnesses, 
and copies of all completed questionnaires received from them. The 
Brady case held that suppression by the prosecution of material evidence 
favorable to an aecused who has requested it is a denial of due process. 
It did not, however, authorize a wholesale “fishing expedition" into 
investigative material such as respondents attempted to embark upon 
here. 40/ The Division was not required to furnish the names of its 
prospective witnesses to respondents. 41/ And statements of staff 
witnesses obtained in the course of an investigation are confidential 
except that after such witnesses! direct testimony in the principal 
proceedings, any respondent may request and obtain production of such 
statements for the purpose of impeaching their testimony. 42/ The 
charges against respondents were necessarily broad since they encom- 
passed registrant's whole method of operation. However, respondents' 
motion for a more definite statement of such charges was in large part 
granted, and a vigorous defense was presented to all of the allegations 
raised. 


ee EEEEEEE EEE EEEEEEEEEEEEEEEREEEEnnennn 


38/ Neither Section 6 of the APA (5 U.S.C. § 555(b)) which respondents 
cite nor the statutes administered by us contain such a require- 
ment. See Morcan v. United States, 298 U.S. 468, 481 (1936); 
F.C.C. v. WIR, 377 U.S. 265, 281 (1949); McGraw Electric Co. v. 
United States, 120 F. Supp. 354, 358-9 (E.D. Mo., 1954), aff'd 
348 U.S. 804 (1954). 


373 U.S. 83 (1963). 


See Harris, Clare & Co., Inc., Securities Exchange Act Release 
No. 8004, p. 4 (December 9, 1966). 


Armstrong, Jones & Co. v. S.E-C., 421 F.2d 359, 364 (C.A. 6, 1970), 
cert. denied 398 U.S. 958, aff'aq Armstrona, Jones & Co-, Securities 
Exchange Act Release No. 8420, p. 15 (October 3, 1968); Dlugash 

v. S.E.C., 373 F.2d 107, 110 (C.A. 2, 1967), aff'gq F.S. Johns & 
Company, Inc., Securities Exchange Act Release No. 7972, pp. 15-16 
(October 10, 1966); Richard N. Cea, Securities Exchange Act 

Release No. 8662, p. 12 (August 6, 1969). 


See Rule 11.1 of the Commission's Rules of Practice which codified , 
the Commission's practice with respect to pre-hearing statements 

of staff witnesses, following the decision in Jencks v. U.S., 353 
U.S. 657 (1957). See R.A. Holman & Co., Inc., Securities Exchange 
Act Release No. 7770, p. 12, n. 24 (December 15, 1965), aff'd 366 
F.2d 446, 455 (C.A. 2, 1966). 
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Respondents assert that although this proceeding was not insti- 
tuted until March 1966, the Division, as a result of the investigation 
conducted by the Special Study staff, had all of the information it 
needed by 1963. As previously noted, however, the allegations in these 
proceedings and the evidence introduced cover a period extending until 
mid-1964, and the Division asserts it did not begin to gather the 
necessary evidence until the Commission issued its investigative order 
of November 24, 1964. In any event, the law is clear that the doctrine 
of laches or estoppel cannot be invoked against the Government acting 
ina sovereign capacity to protect the public interest. :43/ Respondents? 
position is not supported by their citation of Section 6 of the APA. 44/ 
Moreover, if, as respondents assert, they considered that the SEES of 
any witnesses who testified against them had dimmed, they had ample 
opportunity to explore their testimony on cross~-examination. And the 
lapse of time did not appear to hamper the recollection! of the 
respondent-witnesses. 45/ 


Public Interest 


In view of the willful violations we have found'on the part of 
registrant and the individual respondents other than Baskin, we must 
determine what sanctions are necessary or appropriate in the public 
interest. With respect to Baskin, we were unable to conclude, on the 
record before us, that he participated in any of the violations found, 
and accordingly the proceedings with respect to him will be dismissed. 46/ 
As previously mentioned, the hearing examiner determined to suspend 
registrant from the NASD and PBW for four months, and to bar Hodgdon, 
Haight, Adam, and Harper. In addition, he concluded that Kitain and 
Davis should each be suspended from association with any broker or 
dealer for one year, and Carr and Kibler for ten months and five months, 
respectively, and that Amann should be barred with the proviso that 
upon an appropriate showing he might become associated with a broker- 
dealer in a supervised capacity after nine months. 


43/ See Richard N. Cea, Securities Exchange Act Release 8662, p. 11 and 
cases cited in ns 18 (August 6, 1969). 


That section merely provides: “With due regard for the convenience 
and necessity of the parties or their representatives and within a 
reasonable time, each agency shall proceed to conc saade a matter 
presented to it." ' 


Various respondents also contend that the examiner's initial deci- 
sion was not in conformity with the requirements of Section 8 of 
the APA (5 U.S.C. § 557 (c)) in that it failed to make appropriate 
findings with respect to credibility and “other matters," or to 
rule on each proposed finding and conclusion. Our jreview of that 
decision satisfies us that it comports with the standards set forth 
in the APA. See Stauffer Laboratories, Inc. v. F.7.C., 343 F.24 
75, 81-2 (C.A. 9, 1965); Covle Lines, Inc. v. U.S.,) 115 F. Supp. 
272, 276 (E.D. La., 1953); Norman Polliskv, Securities Exchange 

Act Release No. 8381, p. 10 (August 13, 1968). We ‘note 

further as to the examiner's credibility determinations that, aside 
from his findings with respect to representations made in the sale 
of Van-Pak stock which we have discussed above, respondents raise 
specific objections to only three such determinations. None of 

the evidence as to which those determinations were ace is the basis 
for any of our findings. 

Our references hereinafter to "respondents" will not include 
Baskin. 
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Various factors have been urged by respondents as warranting 
the imposition of no sanction or a lesser sanction than was imposed by °* 
the examiner. Among other things, they variously assert that the sanc- 
tions assessed are "grossly disproportionate" to those imposed for 
Similar offenses in non-"boiler-shop" cases, that to assess sanctions 
for conduct that occurred so long ago would be “per se punitive," and 
that there is no evidence in this record that respondents are not now 
or have not been for a number of years "in total compliance with the 
law." At the least, it is urged these proceedings should be remanded 
to the examiner to receive the additional evidence “timely proffered" 
as to “compliance with the law" since the record was closed. 


The remedial action which is appropriate in the public interest 
depends upon the facts and circumstances of each particular case and 
cannot be precisely determined by comparison with action taken in 
other cases. 47/ In determining the appropriateness of a particular 
Sanction, we consider, among other things, the nature, extent and 
seriousness of the violations found, whether the firm's officials 
participated in the misconduct, and the ever-developing standards of the 
securities industry, as well as any mitigating circumstances presented. 
The cases cited by respondents to show discrimination in the imposition 
of sanctions do not support their position, and a number of them involved 
settlements. In settlement cases, where as a rule there is no admis— 
Sion of violations, we take into account pragmatic considerations such 
as the avoidance of time- and manpower—consuming adversary proceedings. 


The imposition of sanctions here is no less remedial because 
of the lapse of time since the misconduct occurred. Respondents! 
argument would in effect require the dismissal of broker-dealer proceed- 
ings in any case where an extensive investigation was made, a large 
number of respondents were involved and the many issues raised were 
vigorously litigated. The Division was under no duty to adduce evidence 
that respondents had not complied with the securities laws since the 
alleged violations occurred. As to respondents! request for a remand of 
the proceedings so as to adduce evidence of compliance, we note that the 
evidence referred to had been offered by registrant and Haight merely 
to show that after the hearings registrant had added supervisory person- 
nel, installed new equipment, and adopted new policies and procedures. 
We reaffirm our previous ruling which denied such proffer. 48/ 


Various other factors have also been cited by the examiner or 
urged by various respondents: the damage suffered as a result of 
unfavorable publicity; measures adopted by registrant to prevent a 
recurrence of the alleged violations; the fact that Hodcdon has left 


47/ See Winkler v. S.E.C., 377 F.2d 517, 518 (C.A. 2, 1967); Dluaash v. 
S.E-C., 373 F.2d 107 (C.A. 2, 1967); Hiller v. S.E.C., 429 F.2d 
856 (C.A. 2, 1970); Martin A. Fleishman, Securities Exchange Act 
Release No. 8002, p. 5 (December 7, 1966); 2 Loss, Securities 
Regulation, (2d ed. 1961), pp. 1323-24. 


In our prior ruling we noted that we had in prior cases denied 
requests to reopen hearings for such purpose. Norris & Hirshberg, 
Inc., 22 S.E.C. 558, 559 (1946); Isthmus Steamship & Salvage2 Co., 


Inc., Securities Exchange Act Release No. 7476, p. 5 (December 2, 
1964); Crow, Brourman & Chatkin, Inc., Securities Exchange Act 
Release No. 7876, p. 2 (April 29, 1966). We further stated the 
requested reopening would be an inappropriate departure from 
orderly procedures and an unwarranted prolongation of the proceed- 
ings, particularly since the evidence sought to be introduced 
appeared essentially cumulative. 
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the securities business with no intention of returning; 49/ Hodgdon's 
direction of other individual respondents; the fact that registrant's 
employment of Davis, Kibler, Carr, Adam, Harper, and Kitain was their 
first as registered representatives; the fact that this was the first 
disciplinary proceeding against the individual respondents; and Amann's 
belief in the merits of the USI and DPCA offerings and ES investment 
of personal and family funds in them. 
We conclude that the various mitigative factors! cited are 

insufficient to overcome the serious fraud and other violations of the 
respondents. We agree with the hearing examiner's determination that 
Hodgdon, Haight, Adam and Harper should be barred. We find, however, 
that the sanctions which the examiner imposed on registrant and the 
other individual respondents were inadequate in the public interest. 


AS we have seen, registrant, various of its officers with the 
exception cf Amann, and the other individual respondents participated 
in a nefarious scheme to defraud financial planning clients and betrayed 
the trust clients were induced to place in them. Although we have not 
found that Amann participated in that scheme, he made serious misrepre- 
sentations in the sale of USI stock and was to a major degree responsible. 
for the violations of the registration requirements that occurred with 
respect to the USI and DPCA stock offerings. In addition to Amann, 
moreover, registrant and the individual respondents other than Adam 
made fraudulent representations to customers in the offer and sale of 
various securities, and registrant, Hodgdon, Carr, Kitain and Davis 
violated the registration provisions of the Securities Act. Although 
Hodgdon has left registrant, its so-called new management consists of 
Haight, Carr, Adam, Harper and Kitain, each of whom owns 10% or more 
of the firm's stock. 


We conclude that registrant's broker-dealer registration should 
be revoked, that it should be expelled from NASD and PBW membership, and 
that Carr, Kitain, Davis, Kibler, and Amann as well as the other indi 
vidual respondents should be barred. In our judgment the sanctions we 
are imposing are appropriate in the public interest notwithstanding that 
we have not affirmed all of the adverse findings made by the hearing 
examiner with respect to various of the respondents. 50 


An appropriate order will issue. 


By the Commission (Commissioners OWENS, SMITH, NEEDHAM and 
HERLONG) . t 


Orval L. DuBois 
Secretary 


In July 1964, Hodgdon ceased participation in the Gay-to-day manacge= 
ment of registrant and sold a portion of his shares divesting 
himself of control. .It appears that his association with the firm 
was completely terminated in December 1965. Haight has been presi- 
dent, a director, and the major stockholder of registrant since 
July 1964. 


Among other things, we have not sustained the emer: s findings 
that fraudulent representations were made with respect to the rate 
of return on certain real estate securities offered and sold by 
respondents. 


The exceptions to the initial decision of the hearing examiner are 
overruled to the extent that they are inconsistent! with our decision 
and sustained to the extent that they are in accord therewith. 
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ADMINISTRATIVE PROCEEDIN 
FILE NO. 3-533 


UNITED STATES OF AMERICA 
before the 
SECURITIES AND EXCHANGE COMMISSION 


Februsry 19, 1971 
——_————— 


In the Matters of 


HAIGHT & CO., INC. 
(formerly HODGES: & CO., INC.) 
1101-17th Street, N.W. 
Washington, D.C. 


(8-8427) 


A. DANA HODGDON 
JAMES F. H7LCHT 
BURTON KITAIN 
W. LYLES CARR, IR. 
DIM, JR. 
HARPER IIL 
E. DAVIS 
ROBERT F. KIBLER 
LOUIS S. 2AMANN 
HARVEY A. BASKIN 


ORDER 
IMPOSING 
REMEDIAL 
SANCTIONS 


Securities Exchange Act of 1934 - 
Sections 15(b), 157. and 19(a) (3) 
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Rn 


: Proceedings having been instituted pursuant to Sections 15(b)- 

15A and 1¢(2)(3) of the Securities Exchange Act of 1934 to determine 
what, if any, remedial action is appropriate with respect to the above- 
captioned respondents; 


2 


Hearings having been held after appropriate notice, the hearing 
examiner having filed an initial Gecision, the Commission having granted 
the petitions for revicw that were filed es to certain issues and 
ordered review of such decision on its own motion with respect to ell 
other snes before the examiner, briers having been filed, anc oral 
argument having been heard; 


The Commission having this day issued its Findings and Opinion; 
on the basis of said Findings and Opinion 


If IS ORDERED that the registration as a broker and dealer of 
Haight & Co., Inc. ><, and it hereby is, revoked; that Haight & Co., 
Inc. be, and it hereby is, e sllead from membership on the Philadelphia- 
Baltimore-Washington Stock Sxcnange anc in the National Association of 
Securities Dealers, Inc.; and that aA. Dana Hod¢edon, James F. Haicht, 
W. Lyles Carr, -, David M. Adam, Ire, James W. Harper III, Burton 
Kitain, Louis S. Amann, Homer E. Davis, ané& Robert F. Kibler ba, and they 
hereby are, barred from being associated with any broker or dealer. 
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IT IS FURTHER ORDERED that these proceedings with respect to 
Harvey A. Baskin be, and they hereby ere, dismissed. 
By the Coxmission. 


Orval L. DuBois | 
Secretary H 


UNITED STATES COURT OF APPEALS 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


HAIGHT & CO., INC., ET AL., 


Petitioners, 
-V- 


SECURITIES AND EXCHANGE COMMISSION, 


Respondent. 


BRIEF FOR PETITIONERS 


Sidney Dickstein 
Federal Bar Building West 
Washington, D. C. 20006 


Attorney for Petitioners 


DICKSTEIN, SHAPIRO & GALLIGAN 
Federal Bar Building West 
Washington, D. C. 20006 


Of Counsel 


Ee ——————— 
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STATEMENT OF THE ISSUES 
PRESENTED FOR REVIEW | 
Tin UE ak a violation of the federal securities law for a seller 
of securities to persuade a client to sell one security and purchase 
another security on which the seller will realize a commission higher 
than the New York Stock Exchange agency commission rate, where: 
(a) the amount of that commission is disclosed; and 
(b) the seller of the securities reasonably believes 
that the client will be benefited by the trans- 
action; or 
(c) the transaction, in fact, benefits the client 
and/or is in accord with his stated objectives 
and desires? 
2. Is the Commission's conclusion that respondents had employed 
financial planning merely as a guise with which to defraud their custo- 


mers supported by substantial evidence and adequately articulated find- 


ings of fact? 


3. May the Commission permissibly infer: from an examination of 
19 customer cases out of 10,000 that respondents: had engaged in a general 
course of business conduct which defrauded their customers, particularly 
where the Examiner prevented respondents from adducing evidence which 


was relevant to their general business conduct? 


4. Was there substantial evidence that each respondent had 


knowingly agreed to participate in a course of fraudulent conduct? 


5. Did the Commission err as a matter of law in concluding that 
respondents’ 1960-1961 securities offerings to less than 25 persons were 
not exempt from the registration requirements of the Securities Act of 
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6. Did the Commission fail to make findings, which under the 


Commission's interpretation of its “private offering" regulation, were 
essential to a determination of whether respondents' 1960-1961 securi- 
ties offerings were exempt from the registration requirements of the 


Securities Act of 1933? 


7. Did the Examiner and the Commission'commit legal error by 
failing to make credibility findings on the conflicting evidence as to 
whether respondents had made misrepresentations! incident to the sale 


of securities? 


8. As a matter of law, can respondents! be found to have made 
misrepresentations incident to the sale of Van Pak shares when there 


was a reasonable basis for the statements which! they made? 


9. Is the Commission's opinion and order in this proceeding 
tainted by prejudgment? 
10. Were respondents denied fair notice and opportunity to 
defend by virtue of the overbroad charges, the denial of particulariza- 


tion, the burdensome hearing, the abandonment of charges, and the change 


in the principal theory of violation in this case? 


11. May the Commission punish those who; insist upon an eviden- 
tiary hearing and other elements of due process by imposing the most 


severe sanctions within its power? 


12. In imposing the ultimate sanction within its power, may the 
Commission (a) rely on a record seven to ten years stale; and/or (b) 
refuse timely application to update the record bn the public interest 
issues; and (c) fail to make essential findings with respect to the 


“public interest" issue? 
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UNITED STATES COURT OF APPEALS 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


Nos. 
71-1136 
23 5224 
23 5246 


HAIGHT & CO., INC., ET AL., 


Petitioners, 
-v- 


SECURITIES AND EXCHANGE COMMISSION, 


Respondent. 


BRIEF FOR PETITIONERS 


REFERENCES TO RULINGS* 


The Initial Decision of the Hearing Examiner was rendered 
on May 15, 1969 and is set forth in the Joint Appendix at pages 118 
to 279 . The Opinion of the Commission was' rendered on February 19, 


1971, and is set forth in the Joint Appendix at pages 305 to 339. 


*/] These cases have not previously been before the Court. 


STATEMENT OF THE CASE 
A. Nature and Jurisdiction 


This case arises on a petition (Appeal No. 71-1136) filed 
pursuant to Section 25(a) of the Securities od Exchange Act of 1934, 
15 U.S.C. §78y(a), to review and set aside an order of the Securities 
and Exchange Commission which revoked the proker-dealer registration 
of Haight & Co., Inc. (formerly Hodgdon & Co., et and expelled it 
from the National Association of Securities Dealers and the Philadelphia- 
Baltimore-Washington Stock Exchange and panosed a lifetime bar from 
association with any broker-dealer upon pecEonacs Hodgdon, Haight, 
Carr, Kitain, Adam, Harper, Kibler and ee It also arises upon 
a consolidated petition (Appeal No. 23,244) to review an order of the 


Commission denying a motion for leave to reopen the record to adduce 


additional evidence deemed relevant to the sanction issue and applica- 


tion (Appeal No. 23,246) for leave to adduce such additional evidence. 


B. The Proceedings Before the Commission 


On April 3, 1963, the Securities and Exchange Commission trans- 
mitted to the Congress Part 1 of the Report of! the Special Study of 
Securities Markets (House Doc. No. 95, Pt. l, 88th Cong., Ist Sess.). 
The Commission's preface pointed out that "the: Report makes very clear 
that * * * grave abuses do occur" in the securities markets (id. at p. 
iii) and closed with a pledge that the Commission "will now turn [its] 
1/ In coukGrnten with the requirements of Rule 28(d), F.R.A.P. , this 
petitioner will henceforth be referred to by name, as the “firm" or 

“yegistrant" or collectively with the individual petitioners as "res- 
pondents,'' the designation used in the proceedings before the Commission. 
2/ These petitioners will henceforth be referred to by name or collec- 


tively as “individual respondents" or collectively with registrant as 
"respondents." 


attention" to the problems disclosed by the Report (id. at p. ix). 


Among the "problems" detailed by the Report was "a danger * * * 
that [a securities] specialist may not hold himself out to the public 
as such, but may project an image of equal willingness to sell, and 


equal knowledge about, securities other than those within his special- 


ty." In such instances, said the Commission, "specialization strains 


the brokers' obligation to deal fairly with his customer, and strains 
it even further where a relationship of trust and confidence has been 


developed" (id. at p. 261). The Report went on: 
P =< 


"An example of this practice appeared in the 
study's public hearings. The brokerage firm of 
Hodgdon & Co., Inc., which employs over 50 sales- 
men in 3 offices, advertises itself extensively, 
both in newspaper and on the radio, as ‘specialists 
in financial planning,’ emphasizing in its adver- 
tisements its special ability to devise an invest- 
ment program tailored to the individual needs of 
each customer. In fact the firm's salesmen are in- 
structed, in making recommendations to customers 
who avail themselves of the firm's offer of financial 
planning, to follow a fairly rigid investment formula 
under which the customer will divide the major part 
of his capital between mutual funds and real estate 
syndications, the latter described by the firm as 
“blue chips.' Approximately one-third of the real 
estate issues purchased by customers were in enter- 
prises promoted by the firm, and one-half of the 
mutual fund shares sold were of a fund in which the 
proprietor of the firm had an interest through the 
fund's management company. Extra compensation is paid 
on sales of this fund and on real estate syndications 
promoted by the firm. The emphasis on real estate 
participations and mutual funds is reflected in the 
fact that in the firm's 8-year history, less than 20 
issues of industrial companies have been recommended 
to customers and of these, 8 were underwritten by the 
firm" (id. at pp. 261-262). 


Following transmission of the Report of the Special Study, the 


Commission continued its investigation into the affairs of Hodgdon & Co. 
Over two years later, on August 16, 1965, when it seemed apparent that 
the Commission was likely to institute a proceeding against the firm, 

a formal request was made that if such a proceeding be instituted, it 


ag 


be conducted privately (JA 12 ). Notwithstanding that request, on 
March 2, 1966, the Commission issued an order for public proceedings 
which accused the firm, the individual respondents and other of offer- 
ing and selling securities by means of untrue a earements of material 
facts and omissions to state material facts and of engaging in trans- 
actions, acts, practices, and a course of Seis which operated as a 
fraud and deceit upon purchasers and prospective purchasers of securi- 
ties. By way of specification, the respondents were said to have 
induced “inexperienced and unsophisticated customers to repose complete 
trust and confidence in them, causing such customers to believe that 
they would act in their best interest in Commeaeton with all purchases 
and sales of securities"; induced "customers, without regard to [their] 
financial needs and objectives, to sell seasoned securities out of 
their investment portfolios and reinvest the mroceeds in unseasoned and 
speculative securities in which respondents had direct and indirect 


"in the distribution and sale of speculative and 


interest"; engaged 
unseasoned securities without first having made reasonable and diligent 
inquiry as to the true nature and worth of these securities"; sold three 
named securities when no registration statement had been filed with res- 
pect to such securities; failed "to reasonably supervise salesmen who 
were subject to their supervision, with a view to preventing violations"; 
and made untrue, deceptive and misleading statements with respect to six 
named securities. The period during -which petitioners were alleged to 
have engaged in such conduct was designated os econ approximately May 
1960 to June 1964" (JA 17). The issuance of the order for public pro- 
ceedings was accompanied by a Commission sys Ewes which heralded 


the allegations of fraud. 


On March 16, 1966, registrant and the individual respondents 


moved for an order dismissing the order for public proceedings on the 
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grounds that the Commission had prejudged the merits and that its 
refusal to conduct the proceedings privately and to hear oral argument 
on that issue constituted a violation of due process of law and Section 
6(a) of the Administrative Procedure Act. The motion sought an order 
permitting them to examine and copy all communications pertaining to 
this matter between the staff and the Commission which referred to or 
related to the "Special Study" (JA 23 ). On April 18, 1966 the Hearing 


Examiner denied the motion on the grounds that the ' 


"rule of necessity' 
conclusively rebuts" the contention that the Commission is precluded 
from acting by prejudgment (JA 30) and that even "assuming that the 
Commission had formed an opinion, it [does] not necessarily mean that 
the minds of its members are irrevocably closed on the subject * * *'" 


(JA 31). The request for production of communications between the 


Commission and its staff relating to the Special Study was denied on 


the ground that "since the motion to dismiss for prejudgment of the 


merits cannot be granted, such documents are neither relevant nor ma- 


terial" (JA 32-33). 


A petition to review the Hearing Examiner's ruling (JA 34-35) was 
denied by the Commission on May 23, 1966 on the grounds, inter alia, that 
the order for public proceedings involved matters other than those dis- 
cussed in the Special Study; and that the record in these proceedings 
would "as a matter of legal requirement, constitute the sole basis for 
its decision irrespective of any of the findings in the Special Study" 


(JA 49). 


While their motion to dismiss was pending before the Hearing 
Examiner, the accused filed a motion for more definite statement, argu- 
ing that it was a denial of due process to require them to answer and 
defend against allegations as broad as having sometime during a period 


of fifty months induced or permitted others to induce unnamed customers 


Sy Ga 


to sell unidentified "seasoned" investments ame purchase unidentified 
"speculative" OneSGA 54-55). Respondents sought particulars with 

respect to the violations in which they were Eitenea to have engaged, 
including the names of such customers and the identification of such 


securities (JA 55-76). 


This motion was granted in some respects and denied in others. 
Refused were the identity of the customers who] had allegedly been 
defrauded. Granted was the request for specification of the allegedly 
speculative securities which were sold to these customers (JA 81). The 
Commission's staff, in apparent compliance with the Examiner's order, 
provided a list of 28 securities which were alleged to be "unseasoned 
and speculative" (JA 84-86). Thereafter they eiopmemented this list with 


16 more allegedly "unseasoned and speculative" securities (JA 94-95). 


Formal hearings on the charges commenced on June 14, 1966, 
rekindling the blaze of publicity that had meee the issuance of 
the order for public proceedings. As a conseqhence, a number of em- 
ployees and many customers severed their relationship with the firm 
(JA 112-114). A renewed motion was filed to have the proceedings conducted 
privately (JA 100-101), and was successively denied by the Examiner and thd 


Commission (JA 128-129). 


The public hearings continued for a total of 108 days, finally 


concluding on July 27, 1967. The transcript was 13,530 pages. Over 
3/ 


1,100 exhibits were introduced, most of which were many pages in length. _ 


Charged with the broad allegations that registrant's training 


program was technically inadequate, respondents devoted weeks of the 


3/ No tabulation has ever been made of the total number of pages 


‘represented by these exhibits. 


hearing to demonstrate the contrary. Charged with the distribution 

and sale of speculative and unseasoned securities, respondents offered 
extensive proof to demonstrate that few of the securities they sold 
were speculative and that the vast bulk represented fundamentally 

sound situations. Charged with engaging in the distribution and sale 
of securities without first having made reasonable and diligent inquiry 
as to their true nature and worth, respondents put on witness after 
witness 'to testify to the scope of their investigation of each such 
security. Charged with inducing customers, without regard to their 
financial needs and objectives, to sell seasoned securities out of 
their investment portfolios and reinvest the proceeds in "unseasoned 
and speculative securities in which respondents had direct and indirect 


interests," respondents introduced a vast amount of testimony to estab- 


lish the reasons why customers were.sometimes advised to sell securities 


which the Commission characterized as "seasoned" and reinvest the pro- 
ceeds in other securities. Respondents also laboriously demonstrated 
that, with rare exception, they did not have any interest in such 
Bia! other than their disclosed commission. 

Charged with engaging in a "course of business" of defrauding 
customers in the guise of providing financial planning, respondents 
called as a witness the Commission's staff attorney who had been prin- 
cipally responsible for the investigation into the firm's affairs, for 
the stated purpose of proving that he had made an extensive examination 
of many of the firm's customer accounts, that the relatively few cases 


as to which evidence had been introduced were atypical, and that such 


4/ In the exceptional cases, the direct and indirect interests of 
registrant or any of its officers had been fully disclosed by the pros- 
pectus. See, e.g., Westfalls Shopping Center Limited Partnership pros- 
pectus (Dx. 642, pp. 1, 3). 


testimony would bear upon the argument that "certain general conclu- 
sions should be drawn from the evidence adduced" with respect to those 


relatively few customers (Tr. 13085-13086). 


The Commission's staff objected to such inquiry on the twin 
grounds of executive privilege and attorney's oe product (Tr. 13088- 
13089). The Examiner sustained the objection on the ground that the 
testimony to be adduced was not necessary since ;"this case * * * will 
be decided on the facts in this record and on nothing else" (Tr. 13091). 
The Examiner went on to say that “inferences to the extent that there 
are practices or other matters which may or a et be considered vio- 
lative of the Securities’ laws or practices above and beyond the extent 


produced by the record * * *" would not be drawn (Tr. 13091). 


When counsel again voiced concern lest the Division neverthe- 
less urge that inferences be drawn as to a "course of conduct" from the 
testimony of the few customer witnesses produced (Tr. 13092), the 


Examiner again stated: 


"As far as I'm concerned, a ‘ruling has to 
rely and has to be limited to what occurred here. 
And I don't think any inferences can be properly 
drawn that it did occur, because it occurred in 
this case or with respect to this customer or this 
client who was produced here as a witness and who 
testified it also occurred with respect to any 
client who did not testify here or with respect to 
whom no evidence was adduced" (Tr. 13093) . 


To this the Commission's staff voiced complete agreement (Tr. 13093). 


A substantial part of the hearings was devoted to the effort 
to prove and disprove that misrepresentations had been made in the sale 
of real estate. The Commission contended that aa representation sug- 
gesting a rate of return higher than taxable income was a fraudulent 
misrepresentation. From that proposition flowed the contention that 


the cash flow from real estate in excess of taxable income was merely 
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a Ponzi-like return of the investor's own money and hence would not 
satisfy any investor objective of maximizing income. Since the firm 


strongly advocated investments in income-producing, tax sheltered real 


estate, such investments accounted for a very substantial portion of 
5/ 
the securities which were sold to their customers, and this issue 


permeated the entire proceeding. 


The Hearing Examiner's Initial Decision (hereinafter "ID") shows 
that his conviction that respondents had misrepresented the rate of 
return from real estate investments was a major factor in arriving at 
his recommendation that the firm should receive a four-month suspension 
from the NASD and PBW, that Hodgdon, Haight, Adam and Harper should be 
barred from association with a broker-dealer, that Kitain and Davis 
should be suspended for one year, that Carr should be suspended for ten 
months, and that Kibler should be suspended for five months (ID at 139- 


149, JA 269-279, et seq.). 


After the Initial Decision issued, registrant and Haight moved 
to reopen the record to adduce additional evidence pertaining, inter 
alia, to matters occurring after the close of the hearing which were 
relevant to the sanction issue, but the Commission denied that motion 


(JA 305-307). 


Respondents filed exceptions to most of the Examiner's under- 
lying findings and to all of the proposed sanctions. The Commission's 


staff excepted only to the proposed sanctions against Carr and Kitain. 


— 


5/ “Between 1960 and 1964 registrant was the underwriter or a partici- 
pant in a selling group of issues totaling about $21,000,000. Of that 
amount real estate limited partnership syndications * * * and real estate 
stocks” totalled $14,000,000 (ID at 16, JA 146 ). 
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The Commission granted review and sua sponte ordered that the review 


include every issue before theExaminer (JA 311-312). 


Ultimately all of the Examiner's acyense findings with respect 
to real estate investments were rejected by the Commission, which said: 
"TW]e have not sustained the examiner's findings that fraudulent re- 
presentations were made with respect to the rate of return on certain 
real estate securities offered and sold by respondents" (Op. at 28, n. 50, 
JA 337) = 

The Commission also expressly or tacitly concluded that the 
Examiner had erred in finding or had not found (a) that the securities 
sold by respondents were unsuitable to their clients’ needs (Op. at 15, 
JA 324); (b) that respondents’ method of obtaining clients and informa- 
tion with respect to such clients was in violation of law (Op. at 15, 
JA 324); and (c) that individual respondents had violated the securities 


law by failing to properly supervise their subordinates. 


Notwithstanding the rejection of a substantial part of the 


Examiner's findings of violation, the Commission imposed the maximum 
sanctions within its powers. It revoked the firm's broker-dealer regis- 
tration and ordered it expelled from the NASD and PBW, and it imposed 
lifetime bars from the securities business upon ‘every individual respon- 
dent (JA 338-339). The sanctions were based upon the Commission's conclus 
that respondents had engaged in a “scheme to defraud" through the sale of 


“self-enriching" securities. 


6/ The tacit finding that tax sheltered cash flow from real estate is 
not income is nonetheless the undergirding for the Commission's conclu- 
sion that when respondents sold investments in tax sheltered real estate 
they were not meeting their customers’ stated objectives for more spend- 
able income (Op. at 12-14, JA321-323). | 
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The order imposing these sanctions was issued on February 19, 
1971, eleven months after oral argument, twenty months after the Hearing 
Examiner's Initial Decision, five years after the institution of formal 
proceedings, and nearly eight years after publication of the Report of 


the Special Study whose "findings" it echoed. 
STATEMENT OF FACTS 


The Commission's fact findings are in many respects not sup- 
ported by substantial evidence. But of perhaps greater significance, 
the Commission simply ignored uncontradicted material evidence which was 
critical to the ultimate legal question of whether or not respondents' 
conduct was in violation of the securities laws. In respondents' view, 


the material evidence adduced at the hearing proved the following. 


A. Registrant and the Individual Responderits 


Registrant was in business for a total of fifteen years, from 
early 1956 when it was operated as a partnership until 1971 when it 


ceased doing business at the order of the Commission (Tr. 7362-7363). 


The firm was founded by Hodgdon, who was its president and controlling 


stockholder until July 1964 when the controlling interest was acquired 
by respondents Haight, Carr, Kitain, Adam and Harper, and Haight became 
president (Tr. 11924). Two respondents, Davis and Kibler, were never 
officers or stockholders of registrant. Until this proceeding was 


brought, the respondents had unblemished records. 


In addition to the named respondents, from the time of its 
organization through 1966 the firm employed a total of about 170 regis- 
tered representatives, and during the period relevant to the Commission's 
charges it maintained an average of about 10,000 customer accounts (Rx. 


13I, Tr. 11955, 12429). 


The gross annual volume of its securities transactions over the 
period of 1960 to 1964 ranged from a low of $11,300,000 to a high of 
$17,450,000. O£ this volume, approximately 25% was in listed securities, 
25% in over-the-counter securities, 25% in mutual fund shares, 15% in 
real estate securities and 10% in industrial securities or oil and gas 
programs in which the firm acted as an underwriter or member of the 


selling group (Rx. 13K, 13L). 


B. Financial Planning and Investment Preferences 


The testimony established that Hodgdon had devised the concept 
of financial planning and the so-called Skin A because his 
experience and the experience of others had shown that most investors 
did poorly when they invested in individual securities in the conven- 
tional manner. This was so because of the predisposition of most per- 
sons to buy stocks on the basis of tips or a and the fact that most 
people become enthusiastic when securities prices rise and buy stock at 
the high and become frightened or despondent hen prices have fallen and 
will sell at the low (Tr. 6220, 7360-7364, 7386 , 7396). The firm taught 
that mutual funds were a superior investment vehicle for all average 
investors since (a) the selection of securities and the timing of pur- 
chases and sales would be left to professionals, (b) they were generally 
regarded as long-term investments, and (c) they provided a degree of 
diversification which would not otherwise be available and advised its 
salesmen to recommend that the average investor place at least 50% of 


his investable dollars in mutual funds (Tr. 6221-6222) . 


The firm maintained a preferred list of approximately 20 mutual 


funds, the sale of any of which would result in the payment of a small 
7/ 
additional incentive commission (Tr. 2220, 7680, 12401; Dx. 147; 


7/ The abbreviation "Dx." refers to exhibits introduced by the Commis- 
Sion's Division of Trading and Markets. 
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The testimony showed that although salesmen were allowed 

to sell almost any fund, administration and record-keeping problems 
made it difficult to properly service purchases in the hundreds of funds 
that were available, and the incentive program was devised to encourage 
concentration and ease the back room burden (Tr. 2220, 7680, 12401; 
Dx. 147, Rx. 4X). The funds selected for the preferred list were gen- 
erally the larger and outstanding funds in each category of investment 
policy (Tr. ea 

Hodgdon and the firm also strongly advocated investment in real 
estate, teaching that such investments would afford diversification away 
from a total investment in industrial stocks or bonds, would normally 
provide a higher rate of return than was available in industrial stocks 
and bonds and, in view of the provisions of tax law which favored owner-. 
ship of real estate, would provide tax shelter for some or all of these 


returns (Tr. 7421-7422, 6303, 9904-9907, 8045). 


In selecting real estate securities which would be underwritten 


or sold by the firm, certain essential qualifications were always sought 


in order to limit such offerings to what the firm believed to be "high 


quality" real property. Among these criteria was the willingness of a 


8/ The abbreviation "Rx." refers to exhibits which are introduced by the 
respondents. 


9/ The Aberdeen Fund, in whose management company Hodgdon was a stock- 
holder, was one of these 20 preferred funds, but that this was not the 
reason for its selection was demonstrated by proof (a) that after Hodgdon 
sold these shares, Aberdeen nonetheless remained on the preferred list 
and was sold in even greater quantities than prior thereto, and (b) that 
Hodgdon had large personal holdings in the management companies of two 
other funds, neither of which were on the preferred list (Tr. 639, 7681 
7683, 7684). The Commission's opinion (at p. 5, JA 314) also infers 
that the 20 funds were selected on the basis of their willingness to give 
"registrant reciprocal business." At the time, however, as the Commis- 
sion's own investigations have revealed, reciprocal business was given 
by all funds and hence this could not have been a basis for selection of 
particular funds. 
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major institutional lender to make a sizeable conventional loan on the 


property; substantial size; new and modern construction; and location, 
with the Metropolitan Washington Area being favored because it was rela- 
tively immunized from the business cycles which had some impact on real 


estate elsewhere (Tr. 7425-7426). 


Although opportunities for syndication of two to three real 
properties were offered to the firm during its entire history, it chose 
only eleven limited partnership syndications as appropriate for public 
offering (Tr. say In addition, the firm participated as one of 
the underwriters in the initial offering of other real estate invest- 
ments such as First National Real Estate Investment Trust, Western Mort- 


gage Investment Trust and Apache Realty Corporation (Rx. 13K). 


The firm taught that if persons were ae to speculate, they 
should put a predetermined maximum on that Bortion of their investable 
dollars which would go into speculations (Tr. 6222, 7796). The firm 
also advocated that in choosing speculations, preference should be given 
to local companies with which the investor could identify and as to 
which information would be readily available (Tr. 6220, 7437, 7591, 
7789, 7790). Included among the small local companies which were under- 


written by the firm were Scope, Dart Drug and Kent Washington. 


The firm also believed and taught that the purpose of life 
insurance was to protect against the risk of death and that straight life, 
twenty-payment life and other similar policies, with their low interest 


* rate assumptions and lack of protection against! the erosion in the value 


10/ These included the Federal Bar Building, the Penn-Daw Shopping 
Center, Rock Creek Forest Apartments, Falls Plaza Apartments, West Falls 
Shopping Center, Cheverly Terrace Apartments, Holiday Inn of Richmond, 
and the Gem Department Store in Detroit (Rx. 143). 
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of the dollar, were poor vehicles for savings and investments (Tr. 8707- 


8709). 


The respondents’ sincere belief in the value and desirability 


of the securities which they were selling is evidenced by their purchase 
of these securities for their own accounts. For example, Hodgdon or 

his wife purchased Penn-Daw, Federal Bar Building, Toledo Plaza, Capital 
Properties, Richmond Motor Lodge, Big Fish Little Fish, The Connection, 
Lord of the Flies, Jonker Business Machines, Scope, Orbit, Kent Washing- 
ton, Watson, Major Finance, Van Pak and Apache Oil and Gas Programs, all 
of which the firm underwrote or participated in as a member of the selling 
group (Rx. 8T). The same was true with respect to other individual res- 


pondents. (See, infra, pp. 23, 26, 30, 34). 


C. Sales Commission Structure and Compensation 


The gist of the Commission's opinion is the conclusion that 
“financial planning" was a mere facade for "self-enrichment" through 


sales concentration on high commission securities. 


Mutual funds and new issues underwritten by the firm, including 
real estate securities, did carry much higher commissions than a security 
listed on a national exchange. A mutual fund sale carried an average 
commission of about 7% and new issue underwritings 8% to 10%, whereas 
the commission on a listed security averaged about 1.5% (Rx. 13L and, 
e.g., Dx. 629, 642). However, mutual funds and real estate securities 
were sold as permanent or long-term investments and the firm's client 
accounts’ showed very little turnover. Thus, whereby conventional broker- 
age activities in listed securities would produce periodic turnover of 
customers’ investments, with resulting commissions on both the purchase 


and sale, the sales commissions on investments by the firm's financial 


me 
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planning clients were a one-time fee (Tr. 7186, 12506-12510). 


In addition, the advocacy of financial planning concepts and the 
implementing sales of mutual funds occurred only at face-to-face inter- 
views which were much more time-consuming than a telephoned recommenda- 
tion for the purchase of a single security Concent which some "hot" 
news had developed. The record showed that ten calls produced an 
average of two interview appointments and, of course, not all interviews 
resulted in sales (Tr. 3739-3740, 994) 

Moreover, the amount of commissions that were payable on the 
purchase of mutual funds and underwritings were clearly set forth in 
the prospectuses (see, e.g., Dx. 629, 642; Rx. 4A), and Carr, whose 
instructions to salesmen are the subject of substantial criticism in 
the Commission opinion, taught salesmen that they should specifically 


call the customer's attention to the sales charge on mutual funds by 


circling the amount of the commission in the prospectus (Tr. 9914-9915). 


D. Advertising and Sales Training 


12/ 
The firm advertised extensively on radio station WGMS, and 


the Commission's staff put the text of 63 radio commercials into evidence 
(Dx. 554-617). Examination of these 63 Commerciatts shows that those 
which the Commission's opinion declares to be "representative" were any- 
thing but representative (Op. at 3, JA 312). In fact, the first so- 
called "representative advertisement" which the opinion quotes for its 


1l/ The firm prohibited the sale of securities L by telephone to persons 
who were not already established clients (Tr. 10731). Such sales are the 
hallmark of a "boiler shop" operation. 


12/ Despite this extensive advertising, only one witness, a Mr. B., 
contacted the firm in response to its radio advertising (Tr. 1823). 
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promise of "long range gain, immediate gain” was not an advertisement 
at all. The copy was plainly marked at the top "DON'T USE" (Dx. 555), 
and another copy of the same commercial (Dx. 557) showed that these 


words had been stricken. 


The radio commercial quoted by the Commission to support the 
conclusion that the firm misled people into believing that registrant 
would put their funds into "long established stocks [and] bonds," was 
hardly rege areg since it was the only one of some 60 
commercials that contained such language. The only theme that can truly 
be said to be "representative" of this advertising was the recurrent 
reference to "financial planning" (see, e.g., Dx. 554, 556, 558, 560, 
562, 564, 566, 568, 578, 582, 598, 603, 606, a 

The firm's advertising does make frequent reference to its team 
of specialists, each of whom were proven to have studied and read ex- 
tensively within their fields of specialization. These specialists were 


used both as lecturers and as resource persons within the firm. They 


were not lawyers or engineers, but there was no evidence that any of them 


had given erroneous information to anyone. During the hearing, the firm's 


specialist in trusts, estates and taxation gave a somewhat condensed 
version of the six lectures which he gave to the firm's registered repre- 
sentatives as part of their advanced training course (Tr. 9441-9551; 

Rx. 9U-10U), and there is no suggestion that any of the things he taught 
were wrong. Similarly, the firm's insurance specialist gave a rendition 
of his four-lecture course on many technical aspects of insurance and was 
not shown to be in error in any respect (Tr. 8636-8708, Rx. 9J). The 

13/ In! fact, however, the firm did deal in long established stocks and 
bonds. The uncontroverted evidence shows that approximately 25% of its 
volume was in listed securities (Rx. 13L). 


14/ This was also the theme of registrant's brochures (Rx. 8U-W). 


an 


firm's gas and oil specialist received both field and course training 
from the Apache Corporation and held a master's degree from the Massa- 
chusetts Institute of Technology (Tr. 6237, 6576, 9909-9911; Dx. 620). 


The firm's specialists in military retirement and survivor's benefits 
P n 


were retired Army and Navy officers (Tr. 2086-2097, 2102-2103) . 


The firm's salesmen were given inouese Mans in salesmanship 
and were taught that it was difficult to lead people away from their 
tendency to spend money for immediate gratification or “play the market" 
(Tr. 7390, 7386, 7417). Thus, they were taught a variety of sales tech- 
niques, all of which were designed to Bocrrace and induce a prospect to 
purchase those investments which were believed to be suitable and appro- 
priate. For example, representatives were told to discuss what might 
be achieved through a regular, disciplined investment program in creating 
financial independence, a prosperous retirement, etc. These appeals 
were referred to during training sessions by the verbal shorthand "appeals 
-to greed," which appellation is seized upon in the Commission's opinion 
(Op. at 6 , JA 315). Salesmen were also told to discuss how many 
oldsters are required to live on the charity of friends and relations and 
how inflation has whittled away at the value of the dollar. In training, 
these were referred to as "appeals to fear." And in speaking of a goal 
or objective which would motivate a particular individual to action, the 
firm's instructors referred to this as the comers "hot button" (Tr. 
3869-3871, 10089, 11854-11856, 11859-11861) . Admittedly, sales techniques 
were taught which would move the prospective client to take action, but 
this is not to say that such techniques were “sed to commit fraud or that 
the particularizations of those techniques at pages 5-7 of the Commission" 


15/ 
opinion are supported by the record. 


15/ The Commission found that Carr gave instructions that if a customer 
decides to cancel a purchase after reading the prospectus, he should be 
told, "What, cancel! You should have doubled ees order" (Op. at 6, 


ae. (cont'd) 


The Commission did not find that these techniques were employed 


to sell the customer securities which in the firm's or the salesmen's 


view were unsuitable to the customers’ needs and objectives. 


The "sales policy" memorandum referred to at page 5 of the Com- 
mission's opinion,which made mandatory minimum sales of mutual funds or 
other "high quality" securities, defined "high quality" as being other 
than “low priced speculative securities" (Rx. 13X), and, as 
the Commission's opinion points out, failure to comply "was ground for 
and did occasion dismissal" (Op. at 5, JA 314). The salesmen who were 


discharged for violation of this policy memorandum were those who empha- 


sized speculative securities. Two of these discharged salesmen were 
producing $48,000 a year in net commission income to the firm (Tr. 85, 
9864-9865, 11892, 12457-12459, 12265, 12293-12461) , which was far more 
than the $7,200 a year earnings from sales of funds and "high quality" 


securities which the policy memorandum set as a minimum goal. 


During the relevant period, registrant maintained an average of 


10,000 customer accounts. The Commission's opinion deals with only 19 


15/ (cont'd) 


JA 315). The context in which such a statement was made showed that it 
was not intended as a general instruction (Tr. 9935-9936), and one of the 
Commission's witnesses, a customer of Carr's, testified that when he ex- 
pressed dissatisfaction with a new issue upon reading the prospectus, 

Carr specifically advised him that he had the option of canceling the 
order if he wished (Tr. 1448). The opinion also attributes to registrant' 
insurance specialist a statement that the firm's "only purpose in discuss- 
ing insurance [was] to free more monies" for purchases of securities (Op. 
at 6, JA 315). This statement was a jotting made by a Commission witness 
while attending a lecture by the insurance specialist. The witness, how- 
ever, steadfastly declined to recall that this statement was made by the 
specialist although his notes were put before him. Since the firm's in- 
surance specialist received virtually all of his income from commissions 
on insurance sales, it is most unlikely that he would have said that the 
firm's “only purpose in discussing insurance [was] to free more monies" 
for purchases of securities. Rather, it undoubtedly represents the Com- 
mission's witness’ paraphrase of the teaching that as a registered repre- 
sentative who did not hold an insurance license, he could not earn any 
money from policy conversions. 
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cases which we will discuss seriatim. 


E. The Individual Respondents and Their Client Cases 


David M. Adam, Jr. 


During the period covered by the Commission's charges, Adam 
was handling an average of over 200 accounts (Tr. 8127-8130). The 
| 
Commission's conclusion that Adam and the other respondents used finan- 


cial planning as a guise for a scheme to defraud ‘rests on two of Adam's 


cases. 


The Commission found that Adam had "caused Dr. G. to sell her 
entire portfolio of listed securities and cash rk her annuity" and to 
use the proceeds to purchase $30,000 in mutual funds , a "highly specula- 
tive" $12,500 oil and gas program, and $50,000 in other securities (Op. 


at 7, JA 316). 


When Adam met Dr. G. she was 35 years old, single, and a self- 
employed anesthesiologist with an income of $21,000 per year which she 
expected would soon grow to $30,000 to $35,000 a year (Rx. 9C, Tr. 8144, 
8147). Aside from cash and a home, she had a $40,000 fully paid annuity, 
350 shares of American Smelting and Refining common stock, 30 shares of 
its Se and 60 shares of American Telephone and Telegraph (Rx. 


9C). Her investment objective was to accumulate capital for ultimate 


retirement (Tr. 8834-8836) . 


Analysis of her annuity showed that it was based on an interest 


accumulation at a rate of only 2-1/2% per annum (Tr. 8746-8748) , and 


16/ The Commission's characterization of holdings in the securities of 
two companies as a "securities portfolio” is substantially out of keeping 
with the meaning of the term "portfolio" as it would be used both in the 
investment industry and in general usage. If the word "portfolio' implies 
diversification, it cannot be used to describe holdings in a total of two 
companies. | 
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recommendation was made that it be liquidated and the proceeds invested 

in something with a better rate of return. With regard to her securities, 
investment research services indicated that American Smelting's earning 
power had been declining and that it was in a very cyclical industry 

with wide fluctuations between profits and losses (Tr. 8151-8152). Adam 
discussed the desirability of retention of this investment with Dr. G.'s 
father, who was formerly a vice-president of American Smelting, and he 
supported the view that the stock ought to be sold (Tr. 8151-8152). A 
portion of American Smelting was sold in one year, the balance the next. 
Sometime later, after several investment advisory services and the analyst 
of one leading mutual fund concluded that American Telephone and Telegraph 
shares were overpriced, Adam recommended that Dr. G.'s shares be sold. 

The stock was then quoted at ay which was near its all-time high 


(Tr. 8169-8172, Rx. 14Q). 


The cash value of Dr. G.'s annuity and the proceeds from the 
sale of ‘these securities were reinvested; $30,000 went into mutual funds, 
$50,000 went into other securities, including $20,000 in real estate 
investments, and $12,500 was invested in two annual oil and gas programs 
sponsored by the Apache Corporation (Op. at 7, JA 316 ). These oil and 
gas programs offered special tax features for investors whose income 
placed them in a bracket of over 50%, and during the years in question 


Dr. G.‘*s income put her in the over-60% bracket (IRC Section 1). Adam 


explained the Apache Oil and Gas Program to both Dr. G. and her account- 


ant, and Dr. G. expressed her view that she "can afford something like 
this" and that "the tax savings will be a big help" (Tr. 8491-8492, Dx. 
83a). The speculative aspects of these programs were explained in the 
prospectuses, copies of which Dr. G. received incident to purchase (Tr. 58) 


So was the amount of commission which would be payable to Adam and the firm 


17/ This was equivalent to a post-stock split level of $65.00. 
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Captain S. first consulted Adam while still a client of another 


brokerage firm as to whether he should switch to one mutual fund from 


another (Tr. 8235). Adam consulted with Haight and Carr, both of whom 


advised against the switch. Their opinions were passed on to Captain S. 
who made the switch nonetheless through his ac¢ount at the other firm 


(Tr. 8325-8326).. 


In the summer of 1960 Adam recommended’ that Captain S. invest 
$5,000 in a limited partnership formed to purchase a@ new apartment pro- 
ject in Silver Spring, Maryland (Tr. 8237-8238). Captain S. rejected 
the proposed investment, stating that he was more interested in getting 
a 50% return on his money in the stock market (tr. 8238). Later that 
year, Captain S. furnished Adam with a list of his securities holdings, 
expressed personal dissatisfaction witn some of these stocks, told Adam 
that he was interested in capital gains, not in income, and asked for 


Adam's recommendation (Tr. 2649, Dx. 199). 


Adam checked these securities in Standard and Poor's, the Value 
Line Reports, and Moody's, read their annual statements, spoke to repre- 
sentatives at Ocher firms about them, consulted with Hodgdon, and dis- 
cussed oil and gas securities with a mutual fund's oil stock analyst 
(Tr. 8241-8250). Following this extensive investigation, Adam recommended 
that approximately half of Captain S.'s stocks be sold as unsuitable to 
his stated objective of capital gains (Tr. 8251-8252, Dx. 208). Adam 
further recommended that the proceeds from the sale of these securities 
be invested in shares of Brunswick Corporation, H. W. Lay Company (now 
Frito-Lay), and Beauty Counsellors, none of which were underwritten by 


the firm. Captain S. accepted all three recommendations after he read 


the Standard and Poor reports for these three companies (Tr. 8253-8254). 


Adam subsequently recommended purchases totaling approximately 
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$6,000 in five speculative securities underwritten by the firm, all of 
which he labeled as such in his discussion with Captain S. In most 
instances, Captain S. purchased or attempted to purchase more shares 

of these speculations than Adam recommended he buy (Tr. 2678, 2768, 
2773a, 2779-27650, 8270-8273, 8299-8300, 8517, 8522). Captain S.'s 
penchant for speculative securities was not limited to those recommended 
by Adam. In early 1962 he purchased $2,000 of a low-priced speculative 
security from another stockbroker with whom he happened to play golf 
(Tr. 2696, 8304). He also fed Adam "hot tips" which he received from 
another Naval officer (Tr. 8305). Captain S. also rejected Adam's 
recommendations for purchases of IBM, Pepsi-Cola, and other listed se- 


eurities (Tr. 2722, 8292). 


Over the course of some four years, Adam continued to watch the 
performance of other securities owned by Captain S$. In keeping with 


Captain S.'s stated objective of capital gains, when Adam concluded that 


a stock was fully priced, he would recommend that it be sold. 


If one were to assess these sales recommendations on the basis 
of the performance of the securities after the recommendation for sale, 
it would appear that Adam's analyses were extremely sound. Four out of 
five of the securities sold were lower in price three months after their 
dates of sale, at year-end 1963, and at year-end 1964 (Rx. 14U, Tr. 8273- 


8294, 8301-8303) . 


Captain S. first purchased real estate limited partnership units 
from Adam in early 1961, after studying the prospectus for two weeks. 
The purchase was made with the proceeds from two insurance policies which 
Captain S. cashed in at his own volition after telling Adam that he had 
noted that the cash value of these policies was almost equal to their 


face amount and that they provided no insurance benefit (Tr. 2797, 8289, 
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Dx. 530). Captain S.‘s next purchase of a real’ estate investment was 


made in part with funds that Captain S$. borrowed from a bank (Tr. 8307). 


The Commission found that Adam recommended that Captain S. pur- 
chase shares of a speculative security on the same day that he recom- 
mended that Dr. G. sell her shares of the same company (Op. at 8, n. 14, 
JA 317). The evidence showed that in November 1961, Adam recommended 
to both Captain S. and Dr. G. that they sell their shares in this company 
and take the tax loss which would thereby be sustained (Tr. 8580). Dr. G. 
accepted this advice, but Captain S. expressed reluctance to take a loss 
if there was any hope of the stock's coming back. Adam confirmed that 
while the stock had substantially declined in value, there was a chance 
of its coming —— and suggested that Captain S. could retain his posi- 
tion and obtain the tax loss deduction by ae shares in November 
and 31 days later, before year-end, selling eee number of shares 
which he owned at a much higher cost basis (rr. 2735, 8580-8582). Cap- 
tain S. did precisely that. The shares which Dr. G. was selling were 
"crossed" in the firm's back office, thereby reducing the firm's commis- 


sions on both transactions. Thirty-one days later, Captain S. sold his 


higher-priced shares (Tr. 8582, Dx. 530). 


The record establishes that Adam purchased for his own account, 
for his parents' account, and for his mother-in-law's account the same 


mutual funds and other securities, the purchase of which by his customers 


was deemed to be evidence of fraud (Tr. 8121, $331-8336) . 


18/ Adam based this judgment on market letters received from a broker 
Tocated in the same area as the company in which the investment had been 
made, stating that the price of this company's ‘shares could very well 
return to former levels (Rx. 9G, 9H, Tr. 8576- 8579) . 
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James W. Harper, III 


The Commission's opinion discusses three of Harper's customers. 


Mrs. D., whose $200,000 in securities yielded her an income of 


$7,500, told Harper that she needed to increase the yield from her 
portfolio (Tr. 2413-2414, Dx. 156). Harper thereupon examined her port- 
folio and obtained information concerning her holdings. Harper recom- 
mended the sale of a number of her securities which were then yielding 
as little as 1.9% of their market value (Tr. 2414, 6899-6900). He also 
recommended that Mrs. D. sell her 200 shares of R. J. Reynolds Co., then 
worth approximately $30,000, basing his recommendation on the fact that 
the Royal College of Surgeons in London had just published a report on 
cigarette smoking which Adam thought might have adverse implications for 
the future of tobacco stocks (Tr. 2411, 6901, Dx. 430); on the fact that 
Mrs. D. had some $40,000 in Reynolds, a dangerously disproportionate 
position in a single security; and on the fact that Mrs. D. expected to 
inherit still another block of Reynolds from her 82 year old mother 

(Tr. 2408-2409, Dx. 155). Those securities which Harper believed were 
paying satisfactory yields ox which had good growth potential, were re- 


commended for retention (Tr. 6898, Dx. 155)- 


Mrs. D. followed Harper's recommendations except that after dis- 
cussion with her accountant, she determined to sell only half of the 
Reynolds tobacco stock in one year, thereby limiting the capital gains 


tax which she and her accountant knew would be incurred on these sales 
19/ 
transactions (Tr. 6902). 


19/ Mrs. D. purchased an oil and gas program which Harper recommended 
for the purpose of reducing the taxes which would otherwise be incurred 
by the sale of other securities. Harper advised Mrs. D. of the purpose 
of such recommendation and that the program had to be regarded as specu- 
lative (Tr. 2321, Dx. 462, Rx. 2T). 
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In September 1962, after Mrs. D. ereced concern over the 
changes made in her portfolio, Harper made a special analysis comparing 
the prices at which securities had been sold against their then-market 
price. That analysis showed that 14 out of 16 securities sold had 
declined in value since the dates of sale and that if those securities 
had been held, their total value would have diminished by almost 25% 
ee. | 

The Commission's opinion finds that during a three-year period 
Mrs. D. sold more than $122,000 in securities from her original portfolio. 
It omits the fact that at the end of the period, Mrs. D. still retained 
approximately $100,000 of that portfolio, consisting of individual se- 
curities which were found suitable for Paraneton (Rx. 14R). 

In addition, of the $69,000 in new issues which registrant was 
underwriting or acting as a member of the selling group, the sale of 
which to Mrs. D. the Commission regards as evidence of fraud (Op. at 9, 
JA 318), $68,000 was in real estate securities which Harper believed 
would satisfy Mrs. D.'s stated objective of increasing her income, 
whereas the securities which she sold had not ore with this ob- 


jective (Dx. 429). 


The second Harper customer, Mrs. M., told Harper that she was 
interested in both high-yield and growth and that her primary interest 
was in income-producing real estate which would provide her with retire- 
ment funds (Tr. 1861, 6933-6934). She was referred to Harper by a real 


estate broker to whom she had gone seeking real estate investments 


(Tr. 1926-1928). Of Mrs. M.'s total purchases through Harper of $27,700, 


$21,000 were in real estate securities, and, as the Commission's opinion 


20/ The 100 shares of R. J. Reynolds which had been sold for $22,414 
would have declined in value to $12,255. 


Aco sucs 


points out (Op. at 9, JA 318), $2,500 was in mutual funds. 


The third Harper customer referred to by the Commission, Dr. B., 


was a dentist who in late 1960 told Harper that he had $5,000 with 


which he would like to speculate (Tr. 5024, 6&64, 6869). In the next 
seven months, Dr. B. realized gains of $4,500 from speculative situa- 
tions (Dx. 507A-B). At Harper's urging, Dr. B. then began to invest 
his monies in mutual funds and real estate securities which were being 
offered by the firm (Tr. 6871, Dx. 507A-B). The real estate securities 
soid to Dr. B. all represented prime real estate in the Washington area, 
and Harper's characterization of these investments as “high grade" was 


21/ 
well supported. 


Burton Kitain 


Kitain and members of his immediate’ family made substantial 
investments in mutual funds and securities underwritten by the firm 
(Tr. 10805-10807, 10926, Rx. 12E). The Commission's conclusion that he 
participated in the scheme to defraud is predicated upon his handling of 


three accounts.. 


The first of these is the case of Mrs. Y. who complained to 
Kitain that her relatives, who had been entrusted with management of her 
$100,000 ,in investments, had not been paying enough attention to her 
interests. She said that she was personally "ill informed" on investments 
and that since she and her husband were frequently overseas on State 


Department assignments, she would like to free herself from concern over 


21/ The Commission criticizes this characterization (Op. at 9, JA 318) 
without citing any facts or making any findings to show that the charac- 
terization of the real estate was erroneous. Similarly, the gas and oil 
program which Harper characterized as “high grade" had been well sea- 
soned, all exploratory work had been completed, production had commenced, 
and the geologist had fixed the total reserve. At that stage, an oil 

and gas program is as high grade a security as Standard Oil of New Jersey. 
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both the selection of investments and the collection and reinvestment 
of dividends (Tr. 2494, 2548, 11086-11087). Kitain told her that the 
ideal vehicle to achieve these objectives would be mutual funds with 
arrangement for automatic reinvestment of dividends (Tr. 2494, 11099- 
hay — Kitain expressed the view that, Shien her age and the age of 


her husband, her then-portfolio contained an excessive amount of fixed 


dollar and non-growth situations (Tr. 11101). 


At Mrs. Y.'s request, Kitain prepared specific recommendations 
for the sale or retention of securities in her ‘portfolio. He examined 
Standard and Poor's, Value Line, the Babson Letters and other sources 
of information. He then recommended cael $30,000 in securities 
as candidates for immediate sale. He also peccmenced retention of such 
securities as General Electric, Standard Oil of Indiana, Northern Illinois 


Gas Company, and Pacific Lighting (Tr. 11108-11111, 11119-11120, Dx. 197). 


The entire market declined sharply in May and June of 1962 and 
so did the value of Mrs. Y.'s mutual funds. Mrs. Y. thereupon berated 
Kitain and changed brokers, and sold out all of her funds Circe 25i5—- 


2516, 2529, 2581, 2584, 11132-11134). At the time she ceased being 


Kitain's client, approximately $60,000 of her holdings, or 60%, were in 


individual securities retained from her original holdings (Rx. 14V). 


The Commission's opinion states that Mrs. Y. was not told of the 
capital gains taxes which these transactions might entail (Op. at 10, 
JA 319). But Mrs. Y. testified that when Kitain discussed the capital 
gains taxes that would be incurred if she acted on his sale recommendations 
22/ Mrs. Y. admitted that the amount of sales commissions that would be 
payable on the purchase of the mutual funds had been discussed with her 
prior to her making the investments (Tr. 2496 , 2503-2506) and, of course, 
the funds prospectuses, copies of which she had'prior to making the invest- 


ment, made all of the Commission rate disclosures that the Commission's 
Division of Corporate Finance thought to be appropriate. 
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she expressed the belief that her gains would be offset by large deduc- 
tions arising out of the operation of real property which she owned in 
Vermont (Tr. 2501-2561). Mrs. Y.'s accountant did offset these expenses 
against securities profits with the result that there was no capital 
gains tax. It was only on audit by the Internal Revenue Service that 

the expenses were disallowed, with a resulting tax assessment of approxi- 
mately $4,000 (Tr. 2499, 2566-2567). Kitain had never seen the property, 
did not know what expenses were being incurred in connection with its 


development and management, and had no basis for disbelieving Mrs. Y.' 


s 
statement that she would have large tax deductions (Tr. 2501, 2565). 
The notion that Kitain could be barred because Mrs. Y. was assessed for 


these taxes (Op. at 10, JA 319 ) demonstrates how far the Commission is 


prepared to go to punish these respondents. 


Mrs. R., the second customer referred to by the Commission, was 
an intimate personal friend of Kitain and his family. Mr. R. held odd 
lots in three listed securities, and Kitain recommended that two of these 
were good growth stocks and should be retained. The other, he said, 
should be sold (Tr. 267, 10951-10952). Kitain advised, however, that if 
Mr. R. were interested in continuing management and the benefits of 
diversification, considering the relatively small size of his holdings, 


this could be best achieved through the vehicle of mutual funds (Tr. 10953)% 


The firm's insurance specialist also advised Mr. R. that, consi- 


dering his age and family circumstances, he should change his $22,000 in 
twenty-payment life insurance into $40,000 in term insurance, with a 
reduction of 50% in premium, and invest the premium savings in mutual 


funds (Tr. 10978-10979). 


Some of these recommendations were accepted, others were rejected, 


and still others were accepted only in part. Instead of increasing the 
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amount of his insurance coverage and changing the type of insurance, 
Mr. R. borrowed the cash values from his policies and with the proceeds 
purchased some mutual fund shares, some shares of a listed company, 

are small amounts of two speculative issues neers by Kitain (Tr. 
10980, 11424, 11588, Dx. 23 and 742), for, as the Commission's opinion 


states, Mr. R. was interested in speculations (Op. at 10, JA 319 ). 


The last Kitain customer discussed in the Commission's opinion, 
Mrs. A., was Mr. R."s mother-in-law. She had $50,000 in a savings and 
loan account, $10,000 in Government bonds, $30,000 in securities, and 
$90,000 in a trust fund which she complained was being managed too con- 
servatively from an income-production point ofl view (Tx. 783-785, 11028, 
11035, 11603, Rx. 14-0). Since so much of her assets were in fixed 
dollar situations and Mrs. A. described her objectives as a certain 
amount of income and maximum growth, Kitain recommended that a portion 
of the funds in her savings and loan account be invested in mutual funds. 
Mrs. A. followed the recommendation to the extent of $15,000 (Tr. 11450, 
11038-11041). When Mrs. A. stated that her withdrawal from her savings 
account would deprive her of $600 a year of Enteresss Kitain pointed out 
that mutual funds usually declare income and capital gains dividends, 
and that while he would recommend that these dividends be reinvested and 
allowed to accrue, Mrs. A. could, if she desired to do so, withdraw $600 
a year from her mutual fund account. Mrs. A. started such withdrawals 
and then discontinued them. She subsequently sold these shares at her 
own volition. Had she not done so, she could have continued to withdraw 
‘ at the rate of $600 a year and the value of hex retained shares would 
have substantially increased in value nonetheless (Tr. 792, 808, 813, 


11042, 11038-11041, 11458, 11461-11462, Rx. 14H) . 


Of Mrs. A.‘s original $30,000 in securities, $21,000 were still 


held by her when she ceased doing business with Kitain (Rx. 14-0). Of 
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the $28,500 in securities purchased by Mrs. A. which were underwritten 
by the firm or as to which it was a selling group member or acted as 

principal, over $25,000 represented purchases of real estate securities 
designed to meet Mrs. A.'s expressed objective of increasing her income 


(Dx. 524). 
Homer E. Davis 


Davis and his mother made substantial purchases of securities 
underwritten by the firm (Rx. 11U). The Commission's opinion discusses 


two of his more than 300 accounts (Tr. 10343). 


Mr. and Mrs. M. had no children. Both were employed and earned 
a joint income of $15,500 per year (Rx. W). They told Davis that their 
goal was financial independence in the future and that they did not need 
any money at that time (Tr. 1500). They purchased $22,500 in securities 
at Davis' recommendation, of which some $7,500 was in mutual funds and 
most of the balance was in securities underwritten by the firm (Dx. 538), 
almost all of which were the same securities which Davis had purchased 


for his own or his mother's account. 


The second customer referred to by the Commission, Commander C., 
was recommended to Davis by another customer who dealt almost exclusively 
in speculative securities. Commander C. had a total of $1,000 in securi- 
ties when he wrote-to Davis requesting the opening of a discretionary 
account (Tr. 542). When Davis recommended that Commander C. put his 
money in mutual funds, the Commander rejected the suggestion (Tr. 592- 
595, 10379, 10578). Instead, he advised Davis that he would like to be 
speculative (Dx. 41). Davis acceded to his request and made a number of 
speculative purchases for his account. Some of these went up and others 


went down (Dx. 488, 489). Here, too, the securities which Davis was 


purchasing for Commander C. were largely the same ones which he was 
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purchasing for his own account. 
Robert F. Kibler 


The Commission's opinion (at p. 12, IA 321) deals with two of 
Kibler's approximately 250 clients (Tr. 9041-9042) . The first of these, 
Mrs. S., a 70 year old widow, stated that her objectives were safety of 
principal and maximum spendable dollars (Tr. 4434, 4436, 9023). Kibler 
examined her $50,000 portfolio and recommended! retention of Continental 
Illinois Bank, Corn Products, Electric Storage Battery, Potomac Elec- 
tric Company, Southern New England Telephone, nae Warner-Lambert, since 
these holdings were producing adequate income and. their earnings and 
dividends were increasing steadily (Tr. 9008-9018) . He recommended 
liquidation of her railroad stocks, Acme Steel, Kennecott Copper, and 
Paramount Pictures, since these did not comport with Mrs. S.'s objec- 
tives (Tr. 9017). In each instance, he explained to Mrs. S. the reason 


for these recommendations (Tr. 9003-9017) . 


Mrs. S. followed Kibler's recommendations and invested $12,500 
of the proceeds in shares of Investment Company of America, a leading 
mutual fund, and approximately $19,000 in real estate securities which 
registrant was underwriting, the tax sheltered cash flow from which 


Kibler believed would achieve Mrs. S.'s stated! objective of "more spend- 


able dollars" (Dx. 496, Tr. 9021, 9162-9163, 9177, 4454, 4452-4453). 


In addition to the tax sheltered income which Mrs. S. received 
from her real estate investments, she Seeset her spendable dollars 
by reinvesting her income and capital gains dividends from her mutual 
fund and making withdrawals from her mutual fund account at a rate equi- 
valent to 8% of her original investment (Tr. 9180) . Mrs. S. was told and 
understood that such withdrawals could reduce eas capital if the fund 


did not produce income dividends, capital gain dividends, and realize 
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value appreciation which equalled or exceeded the 8% figure (Tr. 4463, 
9182). The figure of 8% was nonetheless adopted by her on the basis 

that it could be changed if depletion of her capital became evident 

(Tr. 9187) . This turned out not to be required, for after four years 

of withdrawals at a rate of 8% per annum, her mutual fund investment 

was still worth 40% more than its initial cost (Tr. 9181). In addition, 
her high-quality individual securities, which Kibler recommended as 
suitable for retention had appreciated from $25,000 to $36 ,000 (Rx. 14S). 
These holdings of individual "blue chips" amount to approximately 50% 


of her security holdings (Rx. 15P). 


The other Kibler client referred to in the Commission's opinion, 
Dr. J., a federally employed veterinarian, told Kibler that his objec- 
tive was'"the best possible return from our investments" (Tr. 4738). 
Kibler made specific portfolio recommendations (Tr. 8953). He proposed 
that Dr..J.'s 100 shares of Archer-Daniels-Midland be sold as the com- 
pany's earnings were on a decline curve and the stock had not appreciated 
in the four years that Dr. J. had owned it (Tr. 8953). He also recom- 
mended the sale of 40 shares of Montgomery Ward because earnings were 
dropping: off in the face of formidable competition from Sears, Roebuck 
and the stock had declined in value during the seven years in which 
Dr. J. had owned it (Tr. 8953-8954). Similarly, he recommended liqui- 
dation of Dr. J.'s preferred stock in Union Pacific and Southern Califor- 
nia Gas and his United States Government bonds, on the basis that all ‘of 
these securities involved fixed rates of returns and no possibility of 
capital appreciation and, hence, did not meet Dr. J.'s objectives (Tr. 


8953-8955). On the other hand, Kibler recommended that Dr. J. retain 


his holdings in Liggett & Myers, Sinclair Oil, and Union Electric as 


appropriate to that objective (Tr. 8955-8958). 


Except for the retention of 50% of his shares in Montgomery Ward, 
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Dr. J. followed Kibler's recommendation; $10,009 of the proceeds were 


placed in Putnam Growth Fund, $5,000 was placed in the First National 


Real Estate Investment Trust, and $2,500 was placed in other securities 
underwritten by the firm (Dx. 515). Subsequently, Dr. J. purchased an 
additional $3,000 in real estate securities, of which $1,000 repre- 
sented a Holiday Inn syndication which was being underwritten by the 
firm. Thirteen hundred dollars of the funds used for these two pur- 
chases was derived from the proceeds of the sale of Dr. J."s Liggett & 
Myers stock, which Kibler recommended be sold after publication of the 
Surgeon General's report on the health hazard of cigarette smoking 


(Dx. 515, Tr. 8955-8956) . 


In 1964, Kibler recommended sale of Dr. J.'s 20 retained shares 
in Montgomery Ward, his 200 shares of Union Electric, which had not 
increased in value and showed no prospect of doing so, and his 50 shares 
of Sinclair Oil, which was selling at an extremely high price/earnings 
ratio. Kibler recommended that the proceeds from the sale of these 
three listed securities be invested in shares $e Jones and Laughlin 
Steel, International Business Machines, Armstrong Cork, and American 
Smelting and Refining. These sale and purchase recommendations were 


followed by Dr. J. (Dx. 515, Tr. 8958-8959) . 


A. Dana Hodgdon 


The Commission's opinion refers to only one of Hodgdon's customer 
23/ 
— | 
accounts, a Mrs. W., who was the income beneficiary from approximately 


ese 


23/ The Commission's opinion characterizes Mrs. W. as a financial 
planning client. This is a completely new assertion without any sup- 
port in the record and was not the finding of the Hearing Examiner 
(ID at 112, JA 242). 


$700,000 in a trust account managed by a Boston bank (Tr. 1221, 1236, 
1239). :‘ Mrs. W. expressed to Hodgdon her discontent with the $20,000 a 
year in income which she was receiving from these trust funds (Tr. 1223, 


1225) and told him that she had the power to. reinvest up to $80,000, 


which the Boston bank, acting as custodian, had invested in municipal 


bonds (Tr. 7749). 


Over a period of three years, Hodgdon recommended and Mrs. W. 
purchased approximately $30,000 in seasoned securities, $15,000 in shares 
of Apache Realty Corporation, and $15,000 in shares of Van Pak. The 
Buckingham shares were a part of an allotment to the firm which it sold 
as principal and the Apache Realty and Van Pak shares were sold by the 


firm as underwriter (Rx. 0, Tr. 7750-7753). 


James F. Haight 


Haight, his parents, his brother, and his wife's parents made 
substantial investments in shares of the Aberdeen Fund and other mutual 
funds sold by the firm, as well as in a number of real estate and indus- 
trial securities which were underwritten by the firm (Rx. 13C-F). In 
addition to acting as a vice-president of the firm during the relevant 
period, Haight at all times personally handled 200 to 300 active custo- 
mer accounts. The Commission's opinion refers to two of those accounts 
as supporting the conclusion that Haight was a participant in a scheme 


to defraud. 


The first of these, Miss T., is characterized by the Commission 
as “an elderly woman with a high-grade diversified securities portfolio 
worth about $62,000" (Op. at 12, JA 321). Miss T. testified that she 
had long been a purchaser of securities, having dealt with four of five 


different brokers (Tr. 4452,4479). She read financial periodicals, such 


- 34 - 


as the Wall Street Journal and Forbes, and was a ies to The Value 
Line Investment Advisory Service (Tr. 4555). Through her various invest- 
ment activities she had run a $10,000 inheritance into a net worth of 
$81,000 (Dx. 324, Tr. 4556-4557). A substantial portion of this gain 
had been achieved through the purchase of aoaeietaes securities, and 
30% of her “portfolio” was in shares of Cenco screens which she had 


purchased when it was a fledgling company (Rx. ‘12u) . 


Her stated investment objectives were tio increase her post- 
retirement income and to have some further growth in her portfolio (Dx. 
324, Tr. 19978). At Miss T.'s request, Haight examined her portfolio 
to see whether her holdings were consistent with those objectives. He 


gathered information concerning her securities ‘from Standard and Poor, 


Value Line, David L. Babson, and Arthur Weisenberger. Haight's research 


notes showed the rating, stability, current dividend and other pertinent 


information relating to each of Miss T.'s securities (Rx. 12U, Tr. 11644). 


Haight reconmended that Miss T. sell 50 out of her 150 shares of 
General Electric because 20% of her entire net worth was in that single 
security (Tr. 11660). He also recommended sale of 159 of her 309 shares 
of Cenco because her position in that company represented 30% of her as- 
sets, the shares were then selling at 48 times earnings, the security had 
a below-average record of stability, and the company was then paying a 
dividend of 1/2% of its share's market value. Haight told Miss T. that 
it was grossly speculative for a 67 year old lady to have 30% of her as- 
’ sets in such a stock (Dx. 12U, Tr. 11656-11657). Haight also recommended 
sale of 50 of Miss T.'s 150 shares of Middle South Utilities in order to 
achieve greater giverstticatton: a desirable characteristic which he felt 
was completely lacking in Miss T."s holdings (rr. 11661). He also recom- 


mended a sale of her 100 shares of Union Pacific which had seen no recent 
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growth and was then selling above its historic price/earnings ratio (Rx. 
12U), 99 of her 199 shares of Electrical and Musical Industries, an Eng- 
lish recording company about which little information was then available 
(Tr. 11665). He also recommended sale of her 50 shares of Bethlehem 
Steel because Value Line had ranked it in the worst industry group for 


the next five years, and it was then selling at well above its historic 


price-earnings ratio (Tr. 11669). He suggested sale of 75 shares of 


American Can, which Value Line had rated below-average in growth over 
the next five years and was then paying a dividend of only 1-1/2% of its 


market value (Tr. 11648-11650, 11666-11667). 


Haight recommended that the $20,000 of estimated proceeds from 
these sales should be invested in $10,000 of Aberdeen Fund, $5,000 in 
Investment Company of America, and $5,000 in real estate securities. 


Miss T. did not at the time follow Haight's recommendations. 


Several months later, Miss T. did invest $5,000 in a Washington 
area apartment complex that was being underwritten by the firm. She made 
this purchase out of her cash, not out of the proceeds of the sale of any 
of the securities that Haight had recommended that she sell, and after 
she viewed the property and read the prospectus (Tr. 4576, Dx. 502). In 
late 1960, Miss T. sold 50 shares of Cenco and, motivated by her desire 
to offset the large gain on that transaction by selling securities which 
were then’ substantially below their purchase price, disposed of 75 shares 
of American Can, 100 shares of Union Pacific, 50 Middle South Utilities, 
50 Bethlehem Steel, and 11 Continental Baking (Tr. 564, 4573). She in- 
vested the $12,000 proceeds from these transactions in shares of Aberdeen 
and Investment Company of America (Dx. 502). Subsequently, Miss T. pur- 
chased another $5,000 in Aberdeen and approximately $55,000 of securities 


underwritten by the firm or sold by it as principal. Of this amount, 
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approximately $47,000 was in real estate securities which Haight believed 
would achieve Miss T.'s objective of increasing her retirement income 
‘ | 


(Dx. 500,501). 


From time to time, Haight recommended that Miss T. purchase 
individual listed securities including Veercnte Sheraton, Jim Walter, 
Savannah Electric and Power, General Tire, Martin Marietta, and Coastal 
State Utilities, but Miss T. uniformly rejected these recommendations 
(Tr. 4513, 12105-12108). Had she accepted these recommendations, a 
larger portion of her portfolio would have been in listed securities, 
but even as it was, after four years of being Haight's client, she held 
approximately $40,000 in listed securities, a substantial percentage of 


her overall holdings (Rx. 14L). 

The other Haight customer referred to by the Commission, a Miss 
B., first contacted Haight expressly for the purpose of purchasing a 
particular real estate security which she had heard about through friends 
(Tr. 1750). Sometime later, Miss B. gave Haight a list of her securities 
and asked for his recommendations. Haight went! through the same process 
of research and analysis that he had done for Miss T. He then recommended 
that she sell $5,000 in Japanese industrial bonds because of the uncer- 
tainties attendant upon any such foreign investment , $3,100 of Maremont, 
a cyclical security then selling at three times) its historic price earn- 
ing ratio. Haight also recommended a possible Future sale of State Loan 
and Finance on information that the company was experiencing managerial 
difficulties am suggested sale of Miss B.'s Hunter Engineering and re- 


placement of those shares with a higher grade electrical industry stock 


such as General Electric (Tr. 11779-11781). 


During the relevant period Miss B. sold approximately $27,000 of 
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securities which Haight had recommended for sale. She also sold of her 


own volition $21,000 in a S. Treasury notes and $4,200 in Standard Oil 
/ 


of New Jersey (Dx. 491). The Treasury notes were sold after she ex- 
pressed great dissatisfaction with both their rate of return and their 
price erosion (Tr. 11778-11779). The Standard Oil of New Jersey was sold 
after she read an article about the possible effect on that company of 
then pending negotiations with the Venezuelan government. Haight recom- 
mended that part of the proceeds from the sale of her Standard Oil shares 
be invested in Phillips Petroleum, a domestic producer which did not have 
this problem and that the balance be invested in shares of Gillette. 

Miss B. followed these recommendations (Tr. 4833, 4840-4841, 11795, 


11799-11800; Dx. 493). 


At Haight's recommendation she also made investments of $10,000 
each in Aberdeen and Investment Company of America and investments total- 
ling $48,000 in real estate securities which were being underwritten by 
the firm or as to which the firm was acting as principal (Dx. 492). This 
comported with Miss B.'s stated preference for real estate securities and 
was productive of far greater returns than she was realizing on any of 


the securities which she sold (Dx. 432). 


24/ The Commission's Opinion avoids this fact by ambiguously referring 


to $52,000 of her portfolio which was "sold mainly on Haight's advice" 
(Op. p. 13, JA 322. 


W. Lyles Carr 


During the relevant period Carr handled from 250 to 375 accounts 


(Tr. 10014). The Commission points to two of these accounts as illustrat- 


ing the over-all scheme to defraud (Op. p. 13, JA 322). 


The first of these, a Colonel F., was referred to Carr by another 
client who had achieved substantial gains by epliostag Carr's recommenda- 
tions. Colonel F. asked Carr to handle his account on a discretionary 
basis and Carr expressed reluctance to do so. “He also cautioned Colonel 
F. that he should not anticipate results similar to those which had been 
obtained by his friend (Dx. 305, 306). Colonel F. replied, again asked 
Carr to handle the account on a discretionary basis, and stated that his 
“investment philosophy [was] to buy stock in relatively young companies 
with a showing of growth." He further stated that he had “set an anon 
overall appreciation of 10% as [his] investment goal" (Dx. 308). Carr 
replied that while speculative investments do peter the possibility of 
large profits, there is also substantial danger of losses in a portfolio 
consisting solely of speculative investments and warned that he did not 
“think any more money should be put into speculations than [Colonel F.] 
can afford to lose" (Dx. 309). Carr proposed that Colonel F."'s account 
be handled in "a conservative way" and suggested putting between 50% and 
80% into the Aberdeen Fund (Dx. 309). This recomnendation was rejected 
by Colonel F. (Dx. 310). Carr then proposed that Colonel F. invest 
$1,000 in any mutual fund of his choice (Carr included in his suggestion 
two no-load funds), another $1,000 in a first are real estate invest- 
ment trust, and agreed that if such investments were made, he would be 


willing to recommend speculative securities for the balance. He further 


advised Colonel F. that if he insisted in investing exclusively in spec- 


ulative securities, he would not and could not handle the account (Dx. 


313). Colonel F. agreed to this proposal, purchased $1,000 of Aberdeen, 
$1,000 of First National Real Estate Investment Trust and five other 
securities, four of which were underwritten by the firm (Dx. 510). To 
make these purchases, Carr arranged for the sale of ten odd-lot holdings 
in the account of Colonel F. Of the ten selected for sale, nine sus- 
tained substantial decreases in price thereafter. In some instances 

the decline amounted to 75% to 90% of the price which Carr had arranged 
for sale of these shares, and in several other instances there was no 


market at all (Rx. 14K). 


The other Carr account referred to by the Commission, a General 
A., had been Carr's client for a number of years prior to the relevant 
period (Dx. 359; Tr. 10181-10183). Prior to 1960, at Carr's recommenda- 
tion, General A. had invested in Putnam Fund and a small number of "well 
established" companies (Rx. 16A; Tr. 10160-10161). In mid-1960, General 
A. told Carr that he had sustained a substantial business loss and wished 
to invest in "speculative" securities to try to realize gains before his 
capital loss carry forward would expire (Tr. 10167, 10216, 10221). Only 
thereafter did Carr's recommendations include speculative securities. 
Of $33,000 in securities sold to General A. which the firm had under- 
written, Carr considered some $18,000 to be speculative. The balance 


was in tax sheltered real estate (Dx. 422, 423). 
The Other Two Accounts 


The Commission's opinion (at p. 13, JA 322) refers to only two 
other accounts out of the firm's total of over 10,000. The employment 
of the registered representative who handled these accounts was ter- 


minated in August 1961 (Rx. 13I) after it was discovered that he was 


placing too heavy an emphasis on speculative securities which were 
inappropriate to the needs and objectives of his clients (Tr. 11890- 


11891). 


F. Other Alleged Violations 


Representations in the Sale of Van Pak, jInc. 


The Commission contends that the “pullish" views of Van Pak's 
prospects which individual respondents communicated to their customers 
were misrepresentations, but respondents had ore reason to be opti- 
mistic over those prospects. In June, 1961, van Pak had Department of 
Defense approval to service more than 22 Rapariart one but by December 
19, 1961 it had approval to serve 580 domestic and 125 overseas installa- 
tions (Dx. 52, 59; Tr. 6432). It was Rercce onetoes that financial 
figures for 1961 would not be indicative of the amount of business which 
Van Pak would and could do in 1962 and years thereafter. This was made 
manifest by the fact that Van Pak's gross seine for the fiscal year 
ending September 30, 1961 was only a little over $290,000, whereas in 
the fourth quarter of that year, Van Pak had meore revenues of $359,077 


(Dx. 52, pp. 6-9), with a resulting net income of $18,436 for the 


quarter. 


Reports received from Van Pak's ates after the closing 
date of financial information in the Soe revealed that Van Pak 
was realizing gross revenues of approximately $150,000 a month in the 
relatively poor shipment months of January and February and that based 
upon bookings reported by field agents, March sales were estimated at 
$350,000 and April's at $600,000 (Tr. 6456-6457, 6460, 6471). An interim 


financial report for the five months ending February 28, 1962 showed net 


profits of $32,192, after deduction: of interest and factoring costs of 
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$21,474, which expenses would be eliminated by the proceeds of the under- 
writing (Rx. 6P), and as the Hearing Examiner found, Van Pak's president 
was projecting earnings for 1962 of between $1.00 to $1.50 per share. 

Van Pak's liabilities exceeded its stated assets because the SEC re- 
quired it to write off all of the costs of development and qualification 
of its shipping system, rather than capitalize these expenses as had 

been done by the firm's accountants in the preliminary prospectus. 
Nonetheless, every indication showed that Van Pak was now beginning to 
reap the benefit of these expenditures and by March it had generated 
sufficient cash from operations to pay back more than $50,000 which it 


had owed to its commercial factor (Tr. 6465-6466). 


With regard to the novelty of Van Pak's shipping methods, the 
prospectus showed that while Van Pak had not originated the contain- 
erized method of transportation, it had engaged in nearly a decade of 
development work in its specialty of containerized movement of household 
goods and was believed to be the only forwarder of household goods us- 


ing metal reusable containers for domestic shipments (Dx. 52, pp. 3, 11). 


The evidence as to what respondents said about Van Pak in dis- 
cussing the company with their customers was sharply in dispute. The 
Hearing Examiner credited self-contradictory statements made by custo- 
mer witnesses and rejected respondents’ testimony without findings as 
to why he was preferring the customer's testimony (ID pp. 113-116, JA 
243-246) . 


Van Pak's financial condition was fully disclosed in the prospec- 
tus, a copy of which was sent to every purchaser (Tr. 11738). The secu- 


rity was'!not registered in Virginia because its liabilities exceeded its 


assets, but the fact of non-registration said nothing material about 


the company, its condition, or its prospects which was not already 
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disclosed in the prospectus. 


The Commission's opinion asserts that in view of Van Pak's 
"insolvency" it was unreasonable for paemorients to project a favora- 
ble outlook. But what the Commission overlooks is that the $330,000 
which Van Pak would realize from the offering would put it ina 
healthy financial condition. And since the offering was on al “all- 
or-none" basis, not one nickel of investor nox would be at risk un- 


less Van Pak achieved a condition of financial health (Dx. 52). 

Sales of Alleged Unregistered Secorities 

The evidence with respect to this issue established that the 
amounts involved in the three private placements were relatively small; 
approximately $50,000 in the case of U. S. Infrared , $110,000 in the 
case of Paragon and less than $10,000 in the case of Data Processing. 
In addition, the number of offerees was in each instance less than 20. 
While every single offeree was not proven to be sophisticated, the 
record shows that most were either sophisticated investors or had spe- 
cial background and experience in the business of the issuers. Further, 
although in no instance could it be said that investors received all of 
the information which would have been provided | to them by a full regis- 
tration, they were all made aware that these were highly speculative 
investments in fledgling companies. All of the foregoing represent 
facts which in the view of petitioners were material eo question of 


whether the private placement exemption was available. 


257 This is an addition to the argument made at pp. 54-58, 


infra, that in 1960 and 1961 an offering made to less than 25 persons 
did not require registration under the Securities Act of 1933. 
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Representations Concerning U. S. Infrared Corporation 


Erecreey what was said by Kitain to a purchaser of the security 
involved in this private offering was the subject of testimonial conflict. 
Neither the Examiner nor the Commission made findings as to why they re- 
jected Kitain's testimony. In addition, the Commission failed to make 
the additional material findings that Kitain initially invested $2,500 of 
his own funds and $1,650 of his father-in-law's funds in U. S. Infrared 
shares, and thereafter, in the second offering of these shares, both he 
and his father-in-law subscribed for their maximum share allocation, and 
that these purchases were made at the same price at which the security 


was purchased by Kitain's clients (Tr. 10805-10807, 10813). 


Representations Concerning Paragon Electrical 
Manufacturing Corporation 


Precisely what was said by Carr to a purchaser of this security 


was a subject of dispute but the record does contain evidence from which 


the Commission could determine that the statements set forth on page 19 
of the opinion were made. There was, however, conflict as to whether 
those statements were material misrepresentations. In addition, the 
Commission failed to make any findings with respect to the additional 
material fact, that the firm as its portion of the commission from the 
private placement of the Paragon stock received 1,000 shares of Paragon, 
thus putting itself in precisely the same position as those investors 


whose purchases had been solicited (Tr. 5873, 7643-7644) . 


Representations Concerning Data Processing Corporation of America 


Precisely wht was said by Davis to a purchaser of this security 
was a subject of testimonial conflict. Neither the Examiner nor the 


Commission made findings as to why Kitain's and Davis' testimony was 
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rejected. In addition, the Commission failed to make the additional 
material findings that neither Kitain nor Davis made any commission 
or other profit from the sale of these shares and both made substan- 


tial purchases for their own personal account at the same price paid 


by their clients. 


Representations Concerning the Apache Canadian 

Gas and Oil Program of 1961 

Precisely what was said by Harper to a purchaser of this secu- 
rity was a subject of dispute, but the record does contain evidence 
from which the Commission could determine that’ the statements set forth 


on page 19 of the Opinion were made 


False Records 


There was no dispute concerning the facts surrounding the mark- 
ing of confirmations for Van Pak stock which had been sold to Virginia 
residents, and petitioners stand on the facts as found by the Commission 
(Op. p. 21, JA 330): However, the Commission's ipse dixit "that the use 
of the term ‘unsolicited’ where the order was in fact solicited con- 
stituted a false entry which could hamper this Comission in its in- 
vestigatory functions" is simply incorrect. Since as a matter of law, 
an original offering pursuant to prospectus can never be "unsolicited," 
@ proposition of which both respondents and the Commission were aware, 
the use of such word of the phrase “not solicited” in connection with 
the marking of the Van Pak confirmations could only have had the 
secondary meaning ascribed to it by registrant and the individual 


respondents (Tr. 2129, 2150, 7673, 8550, 12039). 


Failure to Amend Application for Broker-Dealer Registration 


The firm conceded that in three instances, the election of a 


Sasi 


vice president and director in early 1960, the election of an executive 
vice president and director in late 1960, and the election of a vice 
president and director in May 1962, it failed to file the required 
amendments to its broker-dealer registration. The Commission, however, 
failed to find the additional material facts that these elections were 
clearly set forth in registrant's minute books, that the three indi- 
viduals were publicly identified as officers of registrant, and that no 
intention to conceal their association with the registrant can be in- 


ferred. 
Failure to Transmit Funds Promptly 


The evidence established that some sales were made in connection 
with the offering of Southeastern Mortgage Investors Trust in which the 
funds were not "promptly transmitted" to the issuer within the meaning 
of Rule 15¢2-4 (Op. at 22, JA 331). However, the Commission failed to 


find the following additional material facts. 


Except for this one instance, all funds due to issuers were 


either escrowed or transmitted within 48 to 72 hours (Tr. 12961, 12992- 


12993). During the period in question registrant was converting its 


entire accounting system to computers and the firm's Cashier, who had 
always previously complied with the requirements of Rule 15c2-4, was 
working 60 hours a week. Transmittal of funds to issuers required the 
Cashier's personal verification of receipts and he was only able to do so 
at two week intervals (Tr. 12963-12964). None of the funds which should 
have been transmitted were used by the firm for general business purposes 
(Tr. 12973, 12985-12986). Until the Commission's staff called attention 
to the failure to transmit, no one at the firm other than the Cashier 
knew or had reason to know that transmittal had not been made in accord- 


ance with his normal practice. 


ARGUMENT 


THE COMMISSION'S CONCLUSION THAT REGISTRANT 
AND THE INDIVIDUAL RESPONDENTS ‘ENGAGED IN 
A “SCHEME TO DEFRAUD FINANCIAL PLANNING CLIENTS" 
CANNOT BE SUSTAINED | 


A. Neither Substantial Evidence Nor the Commission's Findings 
Support its Conclusion that There Kas a Violation of Law 


The Commission concluded that the investment programs are a 
scheme to defraud by causing clients to engage in transactions in order 


to achieve maximum profits to the respondents. 


Until its decision in this case, the Commission has always con- 
| 
sidered that an essential element of such “self-enriching" violations 


is proof that the commission-producing transactions were not for the 
26/ 
customer's benefit. Doubtless for this reason the Commission charged 
| 


respondents with inducing customers, without regard to their needs and 

objectives, to sell seasoned securities out of their investment portfo- 
‘lios and reinvest the proceeds in unseasoned and speculative securities 
(JA 18). That issue was litigated at great length at the hearing. Yet 


the charge that respondents had taken their Customexs out of suitable 


securities and put them into unsuitable ones was abandoned after the 


26/7 In E. H. Rollins & Sons, Inc., 18 SEC 380 (1945), the Commission 
dealt with an overtrading situation in which "securities sold were often 
repurchased from the [customer] after a short interval, then resold to it, 
then again repurchased."' These transactions generated $5,553 for the 
broker and an $187.50 profit to the customer. | The Commission observed 
that the respondents had "made no effort to justify or explain the advis- 
ability of such transactions" and concluded that the broker had "profited 
through this practice with no apparent benefit to the customer (id. at 

pp. 380-381). Similarly, in Thomas Arthur Stewart, 20 SEC 196 (1945) and 
in Russell L. Irish, Securities Exchange Act Release No. 7687 (Aug. 27, 
1965, aff'd 367 F.2d 637 (9 Cir. 1966), cert. |denied 386 U.S. 911, the 
Commission's conclusion that the broker's purchase and sale recommenda- 
tions were unlawful self-enrichment, was grounded on analysis of those 
recommendations which showed that no "benefit would be gained by the cus- 
tomers." And in Shearson Hammill & Co., Securities Exchange Act Release 
No. 7743 (Nov. 12, 1965), findings that customer accounts had been turned 
over from five times a year to seventy times in ten months were accompanied 
by express findings of unsuitability. 
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hearing. As the Commission's opinion states (at p. 15, JA 324): "Neither 


the Examiner's conclusions, nor our own * * * rest on a determination that 


the securities recommended and sold were unsuitable." 


Nevertheless, the Commission found respondents guilty of fraud, 
without, however, advancing any substitute standard by which the “customers 
interests" are to be measured or explaining how they were determined to 
have been disadvantaged in this case. For this reason alone, its conclu- 


sion cannot stand. 


Moreover, an essential prop to the Commission's conclusions with 
respect to financial planning is its assertion that registrant held out 
the promise that a substantial portion of a client's funds would be 
placed in,"long established stocks [and] bonds" the so-called "blue 


chips," 


and that such monies were placed instead in mutual funds, real 
estate securities, and other high commission situations. But this pur- 


ported rationale is unavailable for several reasons. 


First, there is no substantial evidence to support the conclusion 
that registrant held out to its customers that it would recommend pur- 
chase of many individual listed securities (Op. at p. 4, JA 313). The 
radio commercial which spoke of balance between "new opportunities" and 
"long-established stocks, bonds, mutual funds and the like" was the only 
one of its kind and therefore could hardly be said to be "representative." 
Moreover, as the Commission points out in the very next paragraph of its 
opinion (Op. at 4, JA 313), clients were told that the firm's financial 
planning approach would result in "about 50% of their funds being placed 
in mutual) fund shares, 30% in "blue chips" and real estate securities, 
277 The order for proceedings also charged respondents with failing to 
disclose its "commissions" and "charges" to their customers (JA 18 ). 
Since ail sales of mutual funds and virtually all sales of real estate 


investments were accompanied by a statutory prospectus which prominently 
featured the sales commission, this charge has also been abandoned. 
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and 20% in speculations and/or "special situations.'' No client who was 
told that could have come away with a belief that the bulk of his invest- 


ed funds would be placed in individual "blue chip" stocks. 


Second, some 25% of registrant's pesiess was in listed securi- 
ties. The Commission ignored the evidence that with respect to the varied 
customers on whose testimony it relied, respondents had recommended listed 
securities which in some instances were rejected by the clients themselves. 
Furthermore, analysis of the portfolios in chose cases shows that the 
individual "high-grade securities" component of those portfolios was well 
represented by "blue chips" owned by the civent before he became a custo- 
mer of the firm, which were recommended for retention as suitable to the 
customer's stated objectives (see, supra, pp. 22, Wis\5 WT/— Phos Ys)m Sjil5) SPA 


33, 37, 38, 40. 


But the most serious objection to the Commission's theory is its 
failure to explain why a recommendation that a client sell a listed 
security and acquire mutual funds or real estate investments is deemed 


fraudulent as a matter of law. 


The Supreme Court held in Universal Camera Corp. v. NLRB, 340 


U.S. 474, 488 (1951): 


"TA] reviewing court is not barred from setting 
aside [an administrative agency]: decision when 
it cannot conscientiously find that the evidence 
supporting that decision is substantial, when 
viewed in the light that the record in its en- 
tirety furnishes, including the body of evidence 
opposed to the [agency's] view’ (emphasis sup- 
plied). 


It also held in SEC v. Chenery Corp., 318 U.S. 80, 94 (1943) , 


"(T]he orderly functioning of the process of re- 
view requires that the grounds upon which the 
administrative agency acted be clearly disclosed 
and adequately sustained." 
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Certainly, at no point has the Commission "clearly disclosed" 


that as a matter of expertise, it has concluded that investments in 
well-managed mutual funds are not as good as an investment in any listed 


security or that ownership of interest in real estate is not beneficial 
28/ 
to an investor. In addition, that portion of the opinion which deals 


with the "scheme to defraud" charge is replete with innuendo used as an 


apparent substitute for "clearly disclosed" findings. By way of example: 


A. The Opinion quotes Carr as instructing salesmen 
that managers of mutual funds "could pick a blue 
chip stock better than they" (Op. at 5, ftn. 5, 
JA 314). The Commission does not say whether it 
has found this to be an erroneous instruction. 


The Opinion refers to the fact that registrant 
received "reciprocal business" from the mutual 
fundson its preferred list (Op. at 5, JA 314), 
but does not find that this was the basis for 

selection of those funds which would be on its 
preferred list. 


The Commission alludes to the fact that "Aberdeen 
Fund shares were sold either on a contractual plan 
with a front-end load, or on a lump sum basis" 
(Op. at 5, ftn 7, JA 314), without finding that 
this was unusual or improper. 


The Commission states that the "lumping of real 
estate securities * * * with blue chips was * * * 
designed to encourage the inference that such 
securities were of the same high quality as blue 
chips" (Op. at 5, JA 314) without finding that 
the real estate securities which were sold by re- 
gistrant were not of high quality. 


The Commission quotes statements given to sales- 
men, which pertained to the elderly and retired 
“such as '54 men out of every 100 are living on 
friends, relatives and charity’ and '50% of all 
Connecticut doctors who died in the last ten years 
died bankrupt'" (Op. at 6, ftn 9, JA 315), imply- 
ing, but not finding, that these statements were 
false.29/ 


287 The Commission has stated that "commentary" on the "investment 
merits" of any particular security has "traditionally been outside the 
scope of the Commission's responsibilities." Report of Special Study of 
Securities Market, p. iv, House Doc. No. 95, Pt. 1, 88th Cong., lst Sess. 


29/ These and other similar statistics were obtained from mutual funds 
and presumably reliable public sources, e.g., Connecticut State Medical 
Journal, January, 1968. 
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When the Commission's "scheme to defraud" conclusion is analyzed 


in the light of the precepts of Universal Camera and Chenery, it is 


apparent that the scheme to defraud conclusion cannot be sustained. 


B. The Commission Made Impermissible Inferences as 
to Respondents' General Course of Conduct 
Even if the 19 customer cases referred to by the Commission 
(Op. at pp. 7-13, JA 316-322) showed evidence of violations of the secu- 
rities law, they represent a minute portion of registrant's 10,000 ac- 
counts. The Commission does not suggest that thesé 19 cases were select- 
ed at random and represent a statistical cross section of the whole, and, 


of course, this was not the case. 


Requirements of "substantial evidence" would alone preclude the 
inference that because something happened in 19 instances it happened 
in 10,000 or even a substantial portion of 10,000. And in this case, 
the Commission was barred from drawing such an inference by rulings at 
the hearing. As we have shown (supra, pp. 6 - 7 ) respondents attempted 
to elicit testimony from the Commission's staff attorney who had been in 
charge of the investigation with respect to the scope of that investiga- 
tion, the number of client cases that had been examined and the general 
attributes of those cases. Respondents stated that such evidence was 
being elicited because they feared that otherwise inferences as to a 
general course of conduct might be drawn from the relatively few customer 
cases as to which the Commission had adduced evidence. The Commission's 
staff objected to the inquiry on the grounds of executive privilege and 
the Examiner sustained the objection giving assurance that no general 


inferences would be drawn from these customer cases. 


i 
The Examiner's statement and ruling led respondents to conclude 
that evidence with respect to the other 9,981 cases was not required and, 


if offered, would be rejected, and being required to defend on so many 
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other charges and aspects of the case (see supra, pp. 5 - 8 ), respon- 
dents turned their attention elsewhere. Then, despite the ruling and 
assurances, the Examiner and the Commission both proceeded to draw 


broadscale inferences from these 19 cases. 


The Examiner's ruling and assurance denied respondents their 
right to "notice and an opportunity to be heard" as secured by the Due 
Process Clause of the Constitution and Section 5 of the Administrative 
Procedure Act, 5 U.S.C. §554; Northeastern Indiana Building & Construc- 
tion Trades Council v. NLRB,122 U.S. App. D.C. 220, 352 F.2d 696, 698- 
699 (1965), and cases cited therein; NLRB v. Johnson, 322 F.2d 216 (6 


Cir. 1963). 


In the latter case, the Examiner received evidence introduced 
for one purpose and then relied on that evidence to find a violation 
not charged in the complaint, even though he had assured the respondent 
that the evidence was not being received for that purpose. In denying 
enforcement of the Labor Board's order relating to that finding, the 
court noted it was presented with "a question of fundamental fairness" 
as to which "[rJeasonableness [was] the touchstone," 322 F.2d at 219, 
and that the respondent was not reasonably apprised of the issue it was 
obliged to meet. The same is true here, and for this reason the course 


of conduct findings should not be permitted to stand. 


C. There Was No Substantial Evidence to Establish that Each Individual 
Respondent Knowingly Participated in a Fraudulent Undertaking 


The Commission concluded that respondents" adoption and imple- 
mentation of Hodgdon's financial planning concepts made them each parti- 


cipants in a "scheme to defraud" (Op. at 14, JA 323). 


To find a joint "scheme to defraud" it is necessary to prove 


that each person knowingly participated in an agreed upon course of 
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fraudulent conduct. Kaplan v. United States, 18 F.2d 939, 943 (2 Cir. 


1927); Sherwood v. United States, 300 F.2d 603, 605 (5 Cir. 1962). 
The question is whether "the record in its entirety * * *, including 
the body of evidence opposed to the [Commission's] view" furnishes 
"substantial evidence" to support the ultimate finding that all had 


joined in a "scheme to defraud." Universal Camera Corp. v. NLRB, 340 


U.S. 474, 488. 


The record shows that "financial planning" as advocated by 
Hodgdon was a reasonable investment concept. It was also reasonable 
for the individual respondents to believe that mutual funds were super- 
ior investment vehicles to unmanaged holdings in individual securities; 
that it was desirable for people to invest in quality real estate; that 
if people were going to speculate they should do so in relatively small 
amounts which would be primarily invested in local situations; that 


“cash value" life insurance is a poor investment vehicle; and that “oil 


and gas" programs are desirable for high bracket tax payers. 


As it cannot be shown that the concept of financial planning was 
inherently fraudulent, it was incumbent upon the Commission to establish 
that respondents intended and agreed to use that concept as a vehicle to 
defraud registrant's customers. Respondents’ only concerted action was 
in advocating financial planning and selling mutual funds and securities 
underwritten by registrant, mostly involving real estate investments. 
This provides no basis for inferring an "agreement" among respondents 
to utilize the concept of financial planning in such a way as to con- 
stitute a scheme to defraud, and, therefore, the conclusion that respon- 
dents engaged in a joint "scheme to defraud" is clearly erroneous. 
Armstrong, Jones & Company, Securities Exchange Act Release No. 8420 
(October 3, 1968) p. 12, n. 27; Richard J. Buck & Co., Securities Ex- 


change Act Release No. 8482 (December 31, 1968) . 
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THERE WAS NO VIOLATION IN THE 
SALE OF UNREGISTERED SECURITIES 
The Commission erred in finding registrant and Hodgdon, Amann, 

Carr, Kitein and Davis to have wilfully violated Section 5 of the Secu- 
rities Act, 15 U.S.C. §77d, in connection with the sale of unregistered 
securities of Paragon, U. S. Infrared and Data Processing Corporation 
of America (Op. at 20-21, JA 329-330). We submit (a) these transactions 
were exempted as a "private offering" under §4(1) of the Act by virtue 
of an SEC regulation then in effect so that Section 19 of the Act bars 


the imposition of sanctions, and (b) the Commission did not make the 


findings necessary to establish non-exemption even under the construc- 


tion of the regulation which its decision adopts. 


A. The Securities Involved Were Exempt from Registration 


The Act does not define a "private offering" and a former 
director of the Division of Trading and Exchanges (now the Commission's 
General Counsel) has observed: "The question of what is a private 
offering * * * has vexed the Commission and the Bar from the beginning." 
Loomis, Enforcement Problems Under the Federal Securities Laws, 14 Bus. 
Law. 665, 669 (1959). At the time these securities were offered for 
sale, Part 231.285 of the Commission's "Interpretative Release Relating 
to the Securities Act of 1933 and the General Rules and Regulations 
Thereunder," as published in the Federal Register, provided: 

"The opinion has been previously expressed by this 
office that an offering of securities to an insub- 
stantial number of persons is a transaction by the 
issuer not involving any public offering, and hence 
an exempted transaction under the provisions of 
Section 4(1): of the Act. Furthermore, the opinion 


has been expressed that under ordinary circumstances 
an offering to not more than approximately twenty- 


five persons is not an offering to a substantial 
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number and presumably does not involve a public 
offering." 11 Fed. Reg. 10946, ;10951 (1946) 


(emphasis added) .30/ 


The regulation then proceeds to detail a number of other circumstances 
which are material to a determination of whether a particular offering 
is "private" and thus exempt, or "public" and thus subject to registra- 


tion requirements. 


Respondents understood this regulation to mean that in the ab- 
sence of extraordinary circumstances -- not found to have been present 
here -- an offering to not more than 25 persons was exempt under this 

- regulation, and the additional circumstance would become material when 
the number of offerees exceeded 25. In this case the Commission held 
to the contrary. It implies that the Bepaiat ton was no longer binding 
due to the Supreme Court's decision in SEC vaiRetston Purina, 346 U.S. 
119 (1953), which was issued after the reraiarion was adopted; and it 
said the registrant misinterpreted the regulation. "Aside from the 


fact that the landmark Ralston Purina decision was issued in 1953, long 


before the transactions at issue here, respondents" asserted reliance on 


the interpretation published in the 1946 Federal Register was wholly 
misplaced since it was based on an excerpt taken out of contest. That 


interpretation specifically states that "the determination of what con- 


stitutes a public offering is essentially a question of fact, in which 


all surrounding circumstances are of moment. In no sense is the ques- 


tion to be determined exclusively by the number of prospective offerees.'™ 


(Op. at 20, JA 329). 


Professor Loss, a leading expert on the securities laws, writing 


after Ralston Purina, and shortly before the transactions challenged by 


30/ The quoted provision was initially Sesued as Securities Act Release 
= 285 (1935) and is an opinion of the Commission" s then General Counsel. 
The 1946 publication in the Federal Register is accompanied by a statement 
that the published material is intended "for the guidance of the public" 
and that material which was then obsolete has been deleted. 11 Fed. Reg. 
10947. 
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the Commission, summarized the state of the private offering exemption 
to be in accord with the registrant's view, not those espoused herein 


by the Commission: 


"x * * notwithstanding the theoretical possibility 
under the Ralston approach that an offering even 
to a handful of persons selected at random might 
be a "public offering" if they were not able to 
"fend for themselves," it seems relatively safe to 
assume that an offering to not more than some 
twenty-five persons will be considered exempt 

* *« * and that the other factors become important 
only when it is desired to approach a greater 
number of offerees."" 1 Loss, Securities Regula- 
tion 664 (1961). 


If the Ralston Purina decision had disapproved the rule stated 
in the Commission's regulation, or had rendered it obsolete in any way, 
the Commission presumably would have issued a new regulation. The 
Commission did not do so. Indeed, it prevailed in the Ralston Purina 
case on a submission which explained the exemption in a way which 
accords with Professor Loss' view and those of the individual respon- 


dents: 


"The commission has construed the exemption with 
major emphasis on whether the offering is calcu- 
lated to reach a substantial number of 'the pub- 
lic' sought to be protected. The Commission has 
rarely acquiesced in a claim for exemption where 
as many as a hundred offerees have been involved 
and then only in circumstances where for special 
reasons the protections of the act appear not to 
be necessary. * * * A 1934 published opinion of 
the Commission's then General Counsel * * * indi- 
cated that an offering designed to reach less than 
25 ultimate purchasers would normally be regarded 
as within the exemption." 31/ 


See also, H.R. Rep. No. 1542, 83rd Cong., 2d Sess. 19 (1954); Orrick, 


Some Observation on the Administration of the Securities Laws, 42 Minn. 


L. Rev. 25, 33 (1957). 


3l/ Brief for Petitioner, Securities and Exchange Commission v. Ralston 
Purina Co., No. 512, Oct. T. 1952, p. 13 and n. 14 (emphasis added). 
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There were at least 1588 offerees in the Ralston Purina case, and 
in explaining how the regulation and the Ralston Purina decision are pro- 
perly harmonized and construed to give effect to the regulation's "25 of- 
feree" language as well as to the other criteria Professor Loss stated: 

"TI]t is worth noting * * * that the Court's re- 
jection of a quantity limit was not directed to a 
number below which an offering might be deemed 
private. It was by way of reply to the Commis- 
sion's argument that the substantial number of 
offerees in the Ralston case conclusively estab- 
lished without more that the offering was public. 
In other words, the Court rejected a rule of 


thumb on the top side, not the bottom side." 
Loss, supra, at 660-661 (footnote omitted). 


The Commission's present interpretation of its regulation, by emphasiz- 
ing additional criteria to be considered, renders meaningless the regu- 
lation's reference to 25 offerees and its statement that an offering so 
limited is ordinarily not an offering to a “substantial number" of per- 
sons and, hence, is a non-public offering within the statutory exemp- 
tion. Of course, the Commission was not required to adopt the inter- 
pretation of the exemption provision which is embodied in the 1946 
regulation. But this does not make the regia sors which it did adopt 
any less binding. See, e.g., Accardi v. Shaughnessy, 347 U.S. 260 
(1954); Service v. Dulles, 354 U.S. 363 (1957) + Sangamon Valley Tele- 
vision Corp. v. United States, 106 U.S. App. D.C. 30, 269 F.2d 221, 224- 
225 (1959). Indeed, quite apart from the binding effect of the regula- 


tion on the Commission under the Accardi principle, registrants are pro- 


tected from sanctions for conduct consistent with that regulation by 


. 


Section 19 of the Act which provides: 


"No provision of this subchapter: imposing any 
liability shall apply to any act) done or omit- 
ted in good faith in conformity with any rule 
or regulation of the Commission, notwithstand- 
ing that such rule or regulation may, after 
such act or omission, be amended! or rescinded 
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or be determined by juducial or other author- 
ity to be invalid for any reason." 32/ 
This same section renders it irrelevant that the Commission 
in November 1962 promulgated additional regulations pertaining to the 
private offering exemption, Securities Act Release No. 4445, 29 Fed. 


Reg. 11316, and since that time has decided several cases which cast 


doubt on the continuing viability of the 25 offeree test. The Commis- 


sion and its staf£ have now operated with the different exemption 
standard for over eight years and perhaps they here confused the by-now 
familiar with the necessary. This is one of the hazards of proceedings 
based on hoary transactions. But Section 19 of the Act clearly protects 
registrants from having the legality of their conduct judged by regula- 


tions which were not then in effect. 


From the foregoing, we think it plain that registrant and the 
individual respondents had an adequate basis for a good faith belief 
that the offerings were exempt, and there was no reason for them to 
doubt the availability of that exemption until the issuance in November 
of 1962 of additional interpretative regulations. Those regulations, 
under the plain mandate of Section 19 of the Act, cannot be retroac- 


tively applied to the consummated 1960-1961 transactions. 


B. The Commission Failed to Make Factual Findings Essential 
Under its Own Reading of the 1946 Regulation 
Even if respondents were wrong in their reliance on the Commis- 
sion's "25 offeree" regulation, and even if Section 19's "good faith 
reliance” defense was unavailable, the Commission's conclusion that 
respondents violated the Act in the sale of unregistered securities 


would nevertheless have to be reversed. Even under the Commission's 


327 The record clearly shows that registrant's officers shared the 
belief then prevalent among scholars and in the industry that an offer- 
ing to fewer than 25 persons was exempt (Tr. 7630-7632; 7739-7740; Dx. 
1). 
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reading of the 1946 release, "the pee are of what constitutes 

a public offering is essentially a question of fact, in which all 
surrounding circumstances are of moment" (Op. at 20, JA 329). If the 
question is in "no sense * * * to be determined exclusively by the number 
of prospective offerees" neither is it to be determined exclusively by 
whether each offeree received or had access to all of the information 


that would have been provided by yet full registration under the Act. 


Yet inexplicably the Commission's findings stop there. 


We recognize, of course, that the burdén of establishing the 
availability of the exemption rested on mesnondentee It was for this 
reason that respondents offered evidence as to all of the factors which 
were said to be relevant: (1) the limited number of offerees, and their 
relationship to each other and to the issuer; (2) the limited number of 
units offered; (2) the modest sizes of the offerings; and (4) the manner 


of offering. 


The Commission was presented with a clear claim to the private 


offering exemption under the most strict reading of Ralston and the 
implementing regulations. On this record, the Commission's conclusion 
that the exemption was notavailable, and hence that respondents vio- 
lated the Act, cannot be supported, for there were no findings as to 
these facts which the Commission says ere material And on that basis 
alone, this branch of the Commission's order = be reversed. 

THE COMMISSION'S CONCLUSION TRAT FRAUDULENT 


SESS EES WERE MADE WITH RESPECT TO 
VAN-PAK CONNOT BE SUSTATNED 


The Commission's determination that respondents made fraudulent 
misrepresentations in the sale of Van-Pak stock turns on two interre- 
lated propositions. First, that respondents SES specific predictions 


of price increases, and second, that such Bete sectors were inherently 
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fraudulent. The question of what exactly respondents had said to their 
customers during telephone conversations which had taken place some 
five years earlier was sharply contested. In many respects investor 
seri ins was self-contradictory or in conflict with written statements 
that had been given in response to the questionaire which the Commission 
had sent to all Van-Pak purchasers in 1962. Nonetheless, the Examiner 
accepted the customer testimony and rejected all contradictory testimony 
by respondents (ID at 110-118, JA 240-248), and he did so without 
stating why. Indeed, he did not even appear to recognize the existence 
of a conflict with regard to the making of specific predictions of price 
Re 

The Examiner, just like the Commission itself, is required to 
state "the reasons or basis" for his "conclusions." Section 8, Adminis- 
trative Procedure Act, 5 U.S.C. §557(c); Brotherhood of Maintenance of 
Way Employees v. United States, 221 F.Supp. 19 (E.D. Mich. 1963), aff'd 
per curiam, 375 U.S. 216. "Where oral testimony is conflicting or sub- 
ject to doubt of its credibility, the credibility of witnesses would be 
a necessary finding if the facts are material." Sen. Doc. No. 248, 79th 
Cong., 2d Sess. 210-211, 273 (1946); 2 Davis, Administrative Law Treatise, 


438; NLRB v. Scott Paper Co., _F.2d__, 76 LRRM 2965, 2968 (1 Cir. 1971). 


Although the issues were most material, the Examiner did not make 
such findings. The Commission tries to repair this defect in the adju- 
dicatory process by stating that the Examiner "observed [the] Henesrors 
of the witnesses but it is pure supposition on its part that this was 


the reason why he presumed that the customers could recall exactly what 


33/ The same is true of findings of misrepresentations in the sale 
of other securities which turned on questions of credibility (see, 
supra, pp. 44 - 45), and for the same reasons such findings cannot 
be sustained. 
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was said five years ago despite the conflicts in their own testimony and 
respondents testimony to the contrary. This is particularly so since it 
cannot even be said that the Examiner recognized that there were testi- 


monial conflicts requiring resolution. Cf. Klopp v. SEC, 427 F.2d 455, 


460 (6 Cir. 1970). 


We have also shown at pp. 41 - 43, supra, ‘that when respondents 
expressed optimism over Van-Pak's future aagcnces they had a oe 
ble basis to do so. A securities salesman does not violate the law 
when he has a “reasonable ground" to believe that his statements about 
a security are true (Rule 15cl-2(b)), and here, unlike the situation pre- 
sented in Nees v. SEC, 414 F.2d 211, 219-220 (9 Cir. 1969) and Shearson. 
Hammill & Co., Securities Exchange Act Release No. 7743 (Nov. 12, 1965) 


at p. 20, respondents did have a reasonable basis upon which to express 


such optimism. Accordingly, they did not violate the law. 


THE COMMISSION'S ACTIONS WERE 
TAINTED BY PREJUDGMENT 


As we have shown, supra, pp. 2, 10 , the!Commission's present 


findings and conclusions that respondents had employed financial plan- 
ning as a guise to defraud their customers into purchasing high commis- 
sion securities, virtually parrot the 1963 Report of the Commission's 
Special Study of the Securities Market. In transmitting the report to 
Congress, the Commission stated that "it discloses many problems [to 
which] we will now turn our attention. * * * [MJuch of the action may 
be taken * * * through exercise by the Commission of existing powers 

* * x." (id. at p. ix). In the exercise of that eer the Commission 
then ordered an investigation into that which had already been found 

in a non-adjudicatory proceeding, on the conclusion of that investiga- 


tion it converted its prior findings into charges, it repeatedly refused 
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to allow the proceedings to be conducted out of the white heat of pub- 


licity, and it then reiterated the initial findings. 


On the basis of the foregoing, it is clear that this proceeding 
has the earmarks of a process characterized by a "determined purpose to 
reach a predetermined end * * * ." Continental Box Co. v. NLRB, 113 


F.2d 93,96 (6 Cir. 1940); see also Texaco, Inc. v. FIC. 118 U.S. App. 


D.C. 366, 336 F.2d 754, 760, 764 (1964), vacated and remanded on other 
grounds, 381 U.S. 739; Amos Treat & Co. v. SEC, 113 U.S. App. D.C. 100, 
306 F.2d 260, 267 (1962); American Cyanamid Co. v. FIC, 363 F.2d 757, 
763-768 (6 Cir. 1966). As was said in Amos Treat, supra: 

"[AJn administrative hearing of such importance and 

vast potential consequences must be attended, not 

only with every element of fairness but with the 

very appearance of complete fairness. Only thus can 

the tribunal conducting a quasi-adjudicatory proceed- 

ing meet the basic requirement of due process." 

It is not necessary to show that the Commission's actions have 
been the product of vindictiveness. It is enough that, consciously or 
subconsciously, their deliberations have been effected by a tendency to 
reach one result rather than another. Certainly, a reasonable observer 


would conclude that there is at least the "appearance" that the Commis- 


sion's deliverations might be infected by such a tendency. 


The "rule of necessity" did not require that the Commission act 
as the triers of fact. Respondents are all registered with the National 


Association of Securities Dealers and are subject to appropriate disci- 


plinary action by that body. Since continued NASD membership is for 


all practical purposes essential if broker-dealers are to remain in the 
securities business, and since the NASD's arsenal of sanctions includes 


the power of expulsion, disqualification of the Commission in this case 
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would not, as in Cement Institute, 333 U.S. 683 702-703 (1948), immunize 


respondents’ conduct. 


If the Commission was not disposed to refer the matter to the 


NASD, it still had another alternative which would have eliminated the 
problem of institutional prejudgment from this proceeding. That alterna- 
tive was to present the facts to a federal court in an action to enjoin 
respondents from violating the federal securities laws. See Section 21(e) 


of the Securities Exchange Act and Section 20(b) of the Securities Act. 


If successful in such action, the Commission thereafter could have taken 


appropriate action to bar respondents pursuant to Section 15(b) (5) (c) -(d) 
34/ 
and Section 15(b)(7) of the Securities Exchange Act. 


While in an ordinary case the Commission has discretion as to 
the choice of the remedies available to it, it is clearly an abuse of 
that discretion to choose a meckou which denies respondents due process 
of law. Under these circumstances the very least that the Commission 


should have done was refer adjudication of the scheme to defraud charges 


to another tribunal and retain jurisdiction over the other charges. 
5/ 


Such an action would at least have produced the appearance of fairness. 


Since it failed to do so, the minimal remedy is vacation of the 


scheme to defraud findings and conclusions. 


347 See, e.2., A.G. Bellin Securities Corp., 39 SEC 178, 186 (1959); 


Administrative Procedure in Governmental Agencies, The Securities and 
Exchange Commission, Sen. Doc. No. 10, 77th Cong., 1st Sess. (1941) , 


Part 13, pp. 8-9; Weiss, Registration and Regulation of Brokers and 
Dealers, 226-228. ; 


35/ It would have also avoided the protracted hearing which in and 
of itself was a denial of due process (see, infra, pp. 64 - 66). 
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THE ORDER FOR PROCEEDINGS WAS SO BROAD AS 
TO DEPRIVE RESPONDENTS OF FAIR NOTICE AND 
DUE PROCESS OF LAW 


In ostensible compliance with respondents’ statutory and constitu- 


tional right to fair notice, the Commission entered an order for public 


proceedings which was breathtaking in its scope (JA 16-21). Charged 
in the literal langauge of the statute and implementing regulations, 

respondents were, in effect, informed that they had broken "every rule 
in the book" with respect to every customer and securities transaction 


in which they were involved during a fifty-month period. 


Respondents’ efforts to narrow the scope of the proceeding were 
rebuffed at every turn. An attempt to limit the alleged deficiencies of 
its training program to the allegation that salesmen were not indoctri- 
nated in the "standards of conduct required of those who engaged in the 
securities business" was met with the assertion that the agency contend- 
ed that the training program was also technically defective in every 
respect. Seeking to narrow the charge that they had induced (and per- 
mitted others to induce) customers, without regard to their needs and 
objectives to sell their seasoned securities and to purchase unseasoned 
and speculative ones, respondents, by motion for a more definite state- 
ment, asked: “Which customers? What seasoned securities? What unsea- 
soned and speculative securities?" (JA 55-74). The Examiner granted the 
motion in part, requiring the identification of the unseasoned and specu- 
lative securities, but he refused to particularize either the names of 
the customers or the "seasoned" securities which they had wrongfully 


been induced to sell. 


Respondents were forced to trial on an order that set forth 


innumerable legal theories as to an unstated number of unnamed customers 
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who had been improperly induced to sell securities. And as particu- 
larization of the alleged unseasoned and speculative securities which 


such unnamed customers had been induced to buy, the Commission's staff 
3 


named almost every security which respondent had sold. 


Thus was launched a hearing that would consume 108 days. 
Respondents attempted to defend against all the charges. The broad- 


scale attack on alleged representations in the sale of real estate was 


met with an equally broad scale defense. The attack on respondents’ 


training program was met with extensive evidence to show the nature 

and scope of respondents vast training activities. The attack on 
respondents' allegedly inadequate supervision was met with lengthy 
testimony as to the methods which were employed and as to what was 
achieved by those methods. The attack on respondents" sale of 44 
allegedly unseasoned and speculative secantetes was met with proof as 

to the intrinsic merits of those securities. The proceeding itself was 
grueling and financially debilitating punishment. When respondents were 
required to defend themselves on all these grounds, dictates of time and 


money precluded a maximum defense effort as to anyone of them. 


An order that permits that kind of open-ended hearing does not 
accord the fair notice of the issues of fact and law which are to be 
adjudicated. Morgan v. United States, 304 U. s. 1, 18 (1938); Douds v. 

International Longshoreman's Ass'n., 241 F.2d 278, 283 (2 Cir. 1957); 
NLRB v. Tennsco Corp.» 339 F.2d 396, 399 (6 Cir. 1964); Burkett v. United 
States, 402 F.2d 1002, 1004-1007 (Ct. Cl. 1968) . 


The prejudice inherent in such an ordér becomes manifest when 


the agency, as the Commission has done here, abandons most of the 


367 At the hearing, the Commission's counsel |tried to add seven more 


securities, but the Examiner refused to let him do so (JA 97). 
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charges and reformulates its principal theory of violation. "This is 


not to [argue] that the inclusion of superfluous or irrelevant material 
automatically invalidates the notice, but only that the notice is bad 
where such extraneous material, which should not have been included, 
significantly hobbles, complicates, or prejudices the [respondents"] 
defense."' Burkett v. United States, 402 F.2d 1002, 1007 (Ct. Cl. 1968); 
Rodale v. FIC, U.S. App. D.C. » 407 F.2d 1252, 1256-1257, 1258 
(1968) . 
THE SANCTION PHASE OF THE PROCEEDING 
IS INFECTED WITH PREJUDICIAL ERROR 

‘The 1970 finding that petitioners violated the securities laws 
between 1961 and mid-1964 triggered the Commission's statutory obliga- 
tion to consider what sanction, if any, was appropriate in the public 
interest. The Commission's sanction finding, like any other adminis- 
trative finding, must articulate the grounds on which it is based. 
Beck v. SEC, 413 F.2d 832 (6 Cir. 1969); 430 F.2d 673 (6 Cir. 1970). 
Since an administrative sanction must be remedial, not punitive, the 
sanction must operate prospectively to protect the public interest-- 
not retrospectively to punish the respondent. E.g., Beck v. SEC, supra. 
Because this is so, the sanction should be based on a fresh record 
which reflects the state of the facts as of a point in time reasonably 
contemporaneous with the imposition of the sanction. Beck v. SEC, supra, 
413 F.2d at 83; Ross Securities, 41 $.E.C. 509, 517 n. 10 (1962). The. 
Commission's sanction order in this case is fatally defective on all 


‘ these grounds. © 


A. The Commission Punished Respondents for 
Insisting on an Administrative Hearing. 


Straining to distinguish cases which respondents had cited to 


demonstrate that far less severe sanctions had been imposed for far more 
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serious violations, the Commission made a most extraordinary admission. 


It said: 


"The cases cited by [respondents] to show discrim- 
jmation in the imposition of sanctions do not support 
their position, and 2 number of them involved settle- 
ments. In settlement cases, where as a rule there is 
no admission of violations, we take into account 


pragmatic considerations such as the avoidance of 
time- and manpower-consuming adversary proceedings." 


(Op. at 27, JA 336) (Emphasis added.) 


The Commission has thus declared that if a litigant insists on 


his statutory and constitutional right to “time- and manpower-consuming 
adversary proceedings” he can expect a harsher sanction than had he 
admitted the violation, settled the case, and ijsaved the agency some time 
and effort. 


37/ 
An administrator, no more than a judge, cannot penalize one's 


insistence on his hearing rights by such crass tactics. Cf. North Caro- 
lina v. Pearce, 395 U.S. 711 (1969). We think it incontestible that a 
sanction ought to be imposed on the basis of the facts of record, not on 
“pragmatic considerations" such as the Comission admits it considered 


here. 


Because the Commission's own opinion shows that a forbidden fac- 


tor enetered the sanction phase of the proceeding, its order cannot stand. 


B. The Sanction Order Lacks Adequate Findings. 


In his Initial Decision, the Examiner ‘made specific findings on 
the public interest aspect of the case. For example, with respect to 
registrant, the Examiner found: 

37/ United States v. Wiley, 278 F.2d 500 (7 Cir. 1969); Short v. United 


States, 120 U.S. App. D.C. 165, 344 F.2d 550 (1965); C£. Thomas v. 
United States, 368 F.2d 941 (5 Cir. 1966). 
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"The defense of this proceeding has involved great 
expense. Since July 1964 registrant has altered 

its policies and practices. It does not engage in 
private placements. Its listed business has increased 
to 58% of its sources of income. Registrant no longer 
underwrites real estate limited partnerships or small 
speculative industrial enterprises. As of 1966 par- 
ticipation as an underwriter or selling group member 
represented about 5% of its gross volume. Securities 
research is now provided by member firms of the NYSE. 
Further, registrant has imposed more stringent controls 
over its personnel, has taken other steps to assure 
adequate supervision of customers’ accounts, adherence 
to financial plans and no excessive activity or large 
commitments in speculative securities. It has installed 
a system for monitoring telephone calls, permits 

no discretionary accounts except under extra- 

ordinary circumstances and has employed an attor- 

ney on a full time basis whose functions relate 

to regulatory matters and to assist Haight in the 
supervision of sales activities. Haight now 

devotes 80% of his time to managerial duties." 

(ID at 140, JA 270 ). 


The Examiner made specific findings to support his conclusion 

that the conduct of the individual respondents warranted sanctions of 
38/ 
less than lifetime bar. 

On review, the Commission rejected none of these findings, and 
it explicitly acquitted all respondents of misrepresentation of real 
estate returns--a key consideration to the Examiner's conclusion that 
respondents had violated the securities laws (Op. at 28, n. 50, JA 337). 


Yet, the Commission increased all sanctions to immediate and permanent 


exclusion from the securities industry. Its supporting finding for 


this extraordinary sanction is found in a single sentence: "We conclude 


38/ The finding with respect to Kibler is typical: 


"Kibler's financial planning accounts were ‘loaded' 

and he misrepresented real estate returns. The 

record shows no other misconduct in respect of these 
clients. But he also made serious misrepresentations 
in the sale of Van Pak stock. He should be barred from 
association with any broker or dealer for five months." 
(ID at 144, JA 274 ). 
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that the various mitigative factors cited are insufficient to overcome 
the serious fraud and other violations of the respondents" (Op. at 28, 


JA 337). 


Such a "finding" is no finding at all. SEC v. Chenery Corp., 
318 U.S. 80, 94 (1943). The Chenery doctrine has been specifically 
applied to Commission sanction orders such as the one involved here. 


Beck v. SEC, 413 F.2d 832 (6 Cir. 1969); cf. Phelps Dodge Corp. v. NLRB, 


313 U.S 177, 196-197 (1941). Here, as in Beck, there is no reasoned 
articulation of the reasons why the public interest requires summary 
exclusion from a securities industry for violations which approach 
being a decade old. As this Court has sages held, the agency 
"must find what the statute requires it to find, not in conclusory 
fashion in the statutory language but in such fashion that a reviewing 


Court can test the validity of the finding." American Airlines, Inc. 


vy. CAB, 98 U.S. App. D.C. 348, 356, 235 F.2d 845, 853 (1956); Pan 


American World Airways v. CAB, 104 U.S. App. D.C. 288, 261 F.2d 754 


(1958) . 


C. The Conmission's Order Is Retrospectively 
Penal Instead of Prospectively Remedial. 

In 1971, the Commission finally concluded that respondents had 
violated the securities laws and regulations in’ 1961-1964. The Commis- 
sion's conclusion that this conduct, some of it a decade old, required 
3 respondents’ immediate and permanent exclusion from the securities in- 
dustry suffers from two fatal defects. First, this record is so stale 
that no remedial order cam now be entered. Second, the Commission's 
repeated refusal to update the administrative Pore requires reversal 


of the sanction in any event. We treat the points separately. 
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1. The Record Is Too Stale. 


This is a classic case of administrative lethargy. In 1961, the 
Commission instituted the Special Study pursuant to the provisions of 
15 U.S.C. §78s(d). In 1963, it forwarded its "Report of Special Study 
of the Securities Markets," H. Doc. No. 95, 88th Cong., Ist Sess. (1963), 
to the Congress. In that report, singling the registrant out by name, 
the Commission suggested that its methods of doing business were violative 
of the law. Report at 109-110, 261-262 (1963). Another year--and more-- 
passed before the Commission issued an order for investigation. A year 
and a half of administrative investigation passed before the Commission 
finally issued its order for public proceedings--the administrative 
equivalent of a complaint--in 1966. That order -wat.so broad, a proposi- 
tion discussed in detail elsewhere, Supra, pp. 64-66 , that it took 


another five years to conclude the administrative hearings and review 


process. Finally, in 1971 the Commission concluded that respondents 


had committed some securities violations a decade earlier. It imposed 


@ capital sanction. 


We think this kind of delay is exactly the situation which the 
Court had in mind when it pointed out that an administrative record can 
become so stale as to permit no other course but outright dismissal. 
Rodale Press, Inc. v. FIC, U.S. App. D.C. » 407 F.2d 1952, 1257- 
1258 (1968). This record will not Support a conclusion that the public 
interest will be harmed in any way whatever by respondents being per- 
mitted to pursue their vocations in the securities industry. The adminis- 
trative record, stagnant for these many years, cannot bridge the time gap. 


The proceeding ought to be dismissed. 
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2. The Commission Erred in Refusing to Update the Record. 


The administrative record closed in 1967. Based on evidence 
presented during the hearings as to respondents’ methods of doing busi- 
ness between 1964, the latest date on which a violation was charged, 
and 1967, anes the hearings closed, the Examiner recommended, in a 


number of instances, sanctions other than outright revocation (ID at 


143-144, JA 273-274). 


The last violation with which respondents were charged occurred 
in 1965. The Hearing Examiner's Initial Decision was not rendered until 


1969. Even so, the Examiner concluded that evidence of 1964-1967 conduct 


warranted sanctions other than outright revocation in a number of in- 


stances (JA 140-147). Respondents immediately sought leave to reopen 
the record for the limited purpose of adducing! evidence of 1967-1969 
conduct as bearing on the public interest issue. The motion was denied 


by the Examiner, and that denial was affirmed by the Commission on 
39/ fil 
review. When the case went to the Commission, respondents renewed 


39/ The law is unclear as to when an administrative litigant is entitled 
tO, or must, seek judicial review of an agency order declining to reopen 
the record and receive additional evidence. Compare Consolidated Edi- 
son Co. v. National Labor Relations Board, 305'U.S. 197, 225-226 (1938), 
and Communist Party v. Subversive Activities Control Board, 102 U.S. App. 
D.C. 395, 403-405, 254 F.2d 314, 322-324; 107 U.S. App. D.C. 279, 281- 
282, 277 F.2d 78, 81, aff'd., 367 U.S. 1 (1961), with Texaco, Inc. v. 
FPC, 117 U.S. App. D.C. 268, 329 F.2d 226, cert. denied, 375 U.S. 941 
(1964) and Reuben Rose & Co. v. SEC, No. 19,278 (D.C. Cir. order en- 
tered June 29, 1965). To obviate any jurisdictional problem, registrant 
and respondent Haight timely filed a petition to review, and a motion to 
reopen the record and adduce additional evidence, after the Commission 
denied the post-Initial Decision motion. See Haight & Co., Inc. v. SEC, 
Nos. 23,244 and 23,246. The parties thereafter stipulated that all 
further proceedings in those appeals be held in abeyance pending final 
agency action. Acting Chief Judge Wright approved the stipulation by 
order. Thereafter, when the petition for review of the final agency order 
(No. 71-1136) was docketed here, the parties jointly moved for an order 
of consolidation, and Chief Judge Bazelon granted that motion. According- 
ly, whatever view of the jurisdictional issue fhe Court may embrace, the 
issue is properly here. 
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that request. In 1971, the Commission handed down its opinion. Ironi- 
cally, it refused to receive this evidence on the ground that it would 
result in an "unwarranted prolongation of the proceedings * * *." 


(Op. at'27, n. 48, JA 336). This was error. 


Evidence of post-violation conduct is highly relevant on the 
public interest issue. Beck v. SEC, supra; Ross Securities, 41 S.E.C. 
509, 517,n. 10 (1962). In the usual case, the agency may be expected 
to proceed with reasonable dispatch, and the violation record will be 
sufficiently fresh as to warrant a public interest determination. Not 


so here. The public interest record was four years stale when the 


Commission finally denied respondents' request for leave to adduce 
additional evidence. Its public interest conclusion, therefore, cannot 
stand. There is simply no evidence in this record to sustain a con- 
clusion that respondents must be barred from the securities industry 

in 1971, for violations which occurred, if at all, seven to ten years 
earlier, on a record which contains no evidence as to respondents' 


method of doing business during the past four years. 
CONCLUSION 


For all of the foregoing reasons, the Commission's order imposin 
going P s 


sanctions should be reversed and the administrative proceeding should be 


ordered to be dismissed. 
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UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT | 


Nos. 23,244, 23,246, 71-1136 


HAIGHT & CO., INC. 
A. DANA HODGDON, 
JAMES F. HAIGHT, 
BURTON KITAIN, 

W. LYLES CARR, JR., 
JAMES W. HARPER, III, 
DAVID M. ADAM, JR., 
HOMER E. DAVIS, and 
ROBERT F. KIBLER, 


Petitioners, 
ve 
SECURITIES AND EXCHANGE COMMISSION, 
Respondent. 


On Petition for Review of Orders of, 
the Securities and Exchange Commission 


BRIEF OF THE SECURITIES AND EXCHANGE COMMISSION, RESPONDENT 


COUNTERSTATEMENT OF THE ISSUES PRESENTED 
1. Whether there was substantial evidence 6 sustain the 
Commission's findings of willful violations of the antifraud, registra- 
tion and other provisions of the federal securities Dawe when the record 
showed that (a) public investors were induced to place their trust and 
confidence in petitioners by false and misleading claims of petitioners’ 


ability to provide individualized, comprehensive "financial planning" 
| 
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services; (b) petitioners did not disclose to their customers that 


"financial planning" involved the systematic use of high pressure 
sales tactics to sell high-commission securities that would yield 
petitioners the greatest income; (c) petitioners made predictions and 
representations about speculative securities they offered and sold 
without having any basis for such claims; (d) petitioners offered and 
sold unregistered securities in unseasoned companies to persons having 
neither access to nor possession of the material information about such 
companies that registration would have disclosed; and (e) petitioners 
failed to comply with even the simplest recordkeeping, broker-dealer 
registration and operational requirements of applicable Commission 
tules. 

2. Whether sweeping claims of agency prejudgment, lack of 
notice and the allegedly improper denial of a motion to reopen the 
record can be sustained when petitioners make absolutely no showing 
that they have been prejudiced and the record demonstrates that the 
Commission's final order was the culmination of a full and fair hearing 
during which evidence and argument bearing on the relevant issues of 
fact and law were thoroughly presented by the parties and considered 
by the Commission. 

3. Whether the Commission acted within its discretion in 
determining that the mitigative factors put forward by petitioners 


were inadequate to overcome the overwhelming evidence of their 


-3- 


serious and repeated violations of the federal securities laws; that 

petitioners had proved themselves unfit for the public responsibilities 
entailed by members of the securities industry; and that, accordingly, 
the public interest would best be served by the imposition of remedial 


sanctions barring petitioners from the securities business. 


kkeke* 


This case was previously before the Court on petitioners' 


motion for a stay pending review, which was denied by the Court on 


March 11, 1971. 
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COUNTERSTATEMENT OF THE CASE 

Haight & Co., Inc., a broker-dealer (formerly known as Hodgdon & 
Co., Inc.), and eight officers and salesmen of the firm = have petitioned 
this Court, pursuant to Section 25(a) of the Securities Exchange Act of 1934 
("Exchange Act"), 15 U.S.C. 78y(a), to review an order of the Securities 
and Exchange Commission ("Commission") (JA 338 ) 4 based upon findings 
that petitioners had committed a multitude of violations of the federal 
securities laws. a The Commission's order, entered on February 19, 1971, 
at the conclusion of an administrative proceeding held pursuant to Sections 
15(b), 15a and 19(a)(3) of the Exchange Act, 15 U.S.C. 780(b), 780-3 and 


78s (a) (3), revoked the broker-dealer registration of Haight & Co. 


("Registrant"), expelled Registrant from membership on the Philadelphia- 


1/ A. Dana Hodgdon, president of Haight & Co. during the period in ques- 
tion; James F. Haight, vice-president in charge of sales and training 
and president, a director, and the major stockholder since July 
1964; W. Lyle Carr, Jr., senior vice-president; David M. 

Adam, Jr., James W. Harper III, and Burton Kitain, assistant vice- 
presidents; Homer E. Davis and Robert F. Kibler, salesmen. 


"JA __" refers to pages of the joint appendix to the briefs; "RA" 
refers to pages of respondent's appendix; "Op." refers to the 
Commission's findings and opinion; "Tr. _"' refers to pages of the 
transcript of the proceeding before the Commission; "Ex. _"' refers 

to exhibits of the Commission's Division of Trading and Markets; "Px. 
___" refers to exhibits of petitioners; "Br. _"" refers to pages of 
petitioners’ brief; "I.D. __"' refers to pages of the Initial Decision 
of the Hearing Examiner. The preparation of Respondent's Appendix was 
necessitated by the refusal of petitioners’ counsel to include in the 
Joint Appendix any of the record references designated by the Commission. 
Petitioners’ counsel offered no reason for this flat refusal other than 
his own inconvenience and suggested that the Court could refer to the 
29 volumes of the transcript if it wished to read the Commission's ref- 
erences. The Commission could not agree to subject the Court to such 
obvious inconvenience and accordingly reproduced its own appendix. 


This petition (No. 71-1136) has been consolidated with a petition of 
Haight & Co, and Haight seeking review of the Commission's order 

(JA 280-281) denying their motion for leave to reopen the record 

to adduce additional evidence with respect to appropriate sanctions 

(No. 23,244) and their application to this Court for leave to adduce 
such additional evidence (No. 23,246). 


Baltimore-Washington Stock Exchange and in the National Association of 


Securities Dealers, Inc., and barred each of the individual petitioners 
4/ 


from association with any broker or dealer, 
In its opinion, the Commission found that: 


| 
1. Petitioners willfully violated the antifraud 
provisions of the federal securities laws 5/ by 
(a) engaging in a scheme to defraud public - investors, 
who were induced by petitioners, claiming to provide 
comprehensive “financial planning" services, to 
purchase securities that yielded petitioners the greatest 
income, and (b) making materially false and misleading 
statements to customers in connection with the offer 
and sale of certain securities. 


| 
2. Registrant, Hodgdon, Kitain, Carr and Davis willfully 
violated the registration provisions of Section 5(a) and (c) 
of the Securities Act of 1933, 15 U.S.C. 77e(a) and (c). 


3. Registrant, aided and abetted by Hodgdon, Haight and 
Adam, willfully violated the recordkeeping provisions of 
Section 17(a) of the Exchange Act, 15 U.S.C. '78q(a), by 
falsely marking as "unsolicited" certain order tickets 
and confirmations. 


4. Registrant, aided and abetted by Hodgdon, willfully 
violated Section 15(b) of the Exchange Act, 15 U.S.C. 
780(b), and Rule 15b3-1 thereunder, 17 CFR 240.15b3-1, 
by failing to amend its broker-dealer registration 
application to reflect the election of new officers and 
directors. 
| 

5. Registrant willfully violated Section 15(c)(2) of the 
Exchange Act, 15 U.S.C. 780(c)(2), and Rule 15¢2-4 thereunder, 


4/ Louis S. Amann, a former vice-president and eatleanan of the firm, 
was similarly barred but did not file a petition for review. The 
Commission ordered that the proceedings against Harvey E. Baskin, a 
salesman and the remaining respondent below, be dismissed. 


Section 17(a) of the Securities Act of 1933, 15 U.S.C. 77q(a), and 
Sections 10(b) and 15(c)(1) of the Exchange Act, 15 U.S.C. 784(b) 

and 780(c) (1), and Rules 10b-5 and 15cl-2 thereunder, 17 CFR 240.10b-5 
and 240.15¢cl-2. 


17 CFR 240.15c2-4, by failing promptly to transmit to 
an issuing company the proceeds of its distribution, for 
which Registrant was acting as underwriter. 


Scheme_to Defraud "Financial Planning" Clients 

The Commission found (Op. 3-15, JA 312-324) that between May 1960 
and June 1964 Registrant, together with or willfully aided and abetted 
by the individual petitioners, o engaged in a scheme to defraud by 
purporting to offer comprehensive "financial planning" services without 
disclosing to customers the real purpose and effect of such "planning" — 
petitioners’ personal enrichment. This scheme constituted a willful 
violation of Section 17(a) of the Securities Act and Sections 10(b) and 
15(c)(1) of the Exchange Act and Rules 10b-5 and 15cl-2 thereunder. 
Petitioners held themselves out as financial planners who would independently 


exercise their assertedly highly developed talents to advise their 


customers; in fact, petitioners adhered to a preconceived plan that 


tended to ensure customers would purchase substantial amounts of securities 
yielding the highest income to petitioners. Registrant and its officers 
actively encouraged and engaged in high pressure tactics to obtain "financial 
planning" clients, and to get those clients to enter into securities 
transactions, particularly those involving securities whose purchase was 
highly remunerative to Registrant and its salesmen. 
6/ As petitioners note (Br. 10), Registrant began as a sole proprietor- 

ship under Hodgdon in 1955, became a partnership in 1956 consisting 

of Hodgdon, his wife and Carr, and was incorporated as a broker-dealer 

in 1960, Hodgdon becoming president and treasurer, Carr senior vice- 


president, secretary and board member and Haight, who had joined the 
firm in 1958, vice-president in charge of sales and training. 


«<7- | 
Registrant placed great emphasis on the financial planning concept 
(Tr. 3732, JA 118 ), which it described in a widely-circulated sales 
brochure as a "financial blueprint for the future" and the means by 
which any investor could "commit his funds to equity investment as a 
strategy" and thereby avoid "excessive preoccupation with the short 
term’ (Ex. 144, p. 3, RA 219). The firm conducted training sessions — 
largely through Haight, who was in charge of training and sales (Tr. 
3735) — in which new salesmen were told how to obtain “financial planning 
clients" and were instructed in techniques for getting such clients to 
engage in securities transactions, including — but not limited to — 
transactions through which Registrant would realize = sales 
conmissions than are obtainable through the sale of listed securities. = 
Salesmen were instructed to "prospect" (Tr. 3738-40, RA 119-121) 
for financial planning "clients" (Tr. 3973-4, RA 143-146 ) by making 
at least 40 "cold" telephone calls a day, using lists of names from 
federal government telephone directories or elsewhere; and by conducting 
at least two interviews a day (Tr. 3739-40, 2047-9, RA 120-1, 52-4). Sales- 
men were instructed to tell prospects that "we at Hodgdon & Co. perform 


| 
a unique investment service for our customers which we call financial 


planning" (Tr. 3758-64, RA 123-9), characterized by the salesmen as 


"a method of integrating many factors such as tax bracket, pension income, 


a 


8/ Registrant was not a member of the New York or American Stock Exchanges 
and therefore could not obtain executions on those exchanges at 
member rates, 
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inflation, retirement plans, children's education, social security 


benefits, and insurance needs into one over-all Financial program 
with specifically-defined goals" (Ex. 247, RA 225). The salesmen 


would explain to prospective customers that financial planning required 
that securities be purchased under a "ratio system to help [the customer] 
meet his financial objectives" (Tr. 3759, RA 124), with about 50% of 
the clients's investments being placed in mutual fund shares, usually 
sold with a high sales charge, 30% in a middle category lumping "blue- 
chips" (i.e., listed securities) and real estate securities, and 20% 
in "special situations and speculations" (Tr. 3750, 4150, 6222, 

9895, 11,863-4; Ex. 258, RA 230). The salesmen were to 

tell the prospect that financial planning involved the "use of many 
different tools" and that Registrant accordingly had "a wide range of 
investments to fit your needs" (Ex. 258, RA 230), including real 


9/ 
estate syndications and new issues underwritten by Registrant. 


Despite the fact that mutual fund, real estate and new issue sales 


by their nature yielded petitioners much higher commissions than did 


In their solicitation of financial planning clients the sales- 
men mailed a brochure, written by Hodgdon (Tr. 6222-3), which 
expanded upon the concept of financial planning (Tr. 2050). 

The brochure stated, among other things, that "the 'Haves' hold 
wealth in the form of insurance savings, Government bonds, and 
deposits in lending institutions," that "every dollar which 
seeks savings instead of intangibles is a dollar working in 

the wrong direction," and that financial planning "can help 

the 'Have-Nots' become the 'Haves'" (Ex. 143, 144, RA 218-9). 


2 
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sales of other types of securities, the salesmen were not instructed 

to reveal this fact, nor did Registrant's sales iireratore even hint at 

the fact that its “financial planning" scheme would result in 

particularly lucrative transactions for the firm and its salesmen 


(Ex. 143, 144, RA 218-219). Yet it is undisputed that! high-commission / 
1 


securities comprised a large percentage of the firm's recommendations. 
Of course, as petitioners point out (Br. 15), the final prospectuses 
of mutual funds, new issue companies and real estate pyndicetions 
disclosed the sales charges and commissions involved. But these pros- 
pectuses did not — and could not — convey the critical disclosure that 
the "financial planning" concept promoted by pecieroners contemplated 
purchases of securities which resulted in maximum transaction income 

to them, apart from any benefit which may have ensued ‘to their unknowing 
customers. | 


If the "prospect" responded to the "cold call" — actually a canned 


presentation (Ex. 248, RA 226) — the salesman would then obtain 


every detail of the prospect's financial situation — income, securities 


10/ As petitioners admit (Br. 14), mutual fund sales and new issues 
underwritten by the firm carried "much" higher sales commissions 
than securities listed on exchanges <-- i.e., about 7% for mtual 
fund sales, 8% to 10% for new issues, as compared with 1-1/2% 
for listed securities. In addition, securities sold by the firm 
as principal or "market maker" were especially lucrative since 
the firm, as is customary, would mark down the price by 5% when 
it purchased the security for its own account and mark the price 
up by 5% when it sold the security. (Tr. 2175-7). : For convenience 
we will refer to mtual fund shares, new issues and securities sold 
in principal transactions as “high-commission" securities. 


As petitioners concede (Br. 11) only 25% of Registrant*s gross volume 
of securities transactions involved listed securities, A member of 
the New York Stock Exchange's Department of Member Firms spoke of 
Registrant as "certainly not the typical non-member firm" in that so 
much of its income came from underwritings and mutual fund sales 

(Ex. 457, Pe 2, RA 236). | 
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and real estate holdings, mortgages, insurance, tax bracket, age, 
occupation , dependents, social security, retirement plan, savings 
accounts, charitable contributions, trusts, possibility of inheritances, and 
whether the prospect had a will (Tr. 3764-65, Ex. 16, RA 129-30, 214). 

It was most important to determine "what are his [the prospect's] dreams, 
where is he going," since this, according to one of Carr's sales lectures, 
"will be key in enabling us to sell him" (Ex, 259, RA 231). On 

the basis of this information the salesman would then devise a written 
financial plan listing financial goals, setting up investment ratios 
purportedly designed to reach such goals, and making specific recommendations 
for immediate action (Tr. 2061; Ex. 73, RA 61, 216). In short, the 
customer was encouraged to place his financial future in the hands of 


petitioners, to rely upon them as trusted confidants and advisers. 


Specific Tactics for Obtaining Financial Planning Clients and Selling 


Securities 

Haight instructed new salesmen that in soliciting financial clients 
they should "appeal to fear, appeal to greed, appeal to fear of inflation, 
appeal to fear of loss . . ." (Tr. 4178-4188; Ex. 258, 260, RA 146-56, 230, 232). 
As an example of an appeal to fear, salesmen were to point out such grim 
“statistics" as "54 men out of every 100 are living off friends, relatives 
and charity" and "50% of all Connecticut doctors who died 
in the last 10 years died bankrupt” (Tr. 11,855, RA 199). 
No attempt was made to demonstrate the relevance of these supposedly 
unsettling "facts" to a rational program of investment. 
Customers were to be dehumanized into a state of Pavlovian reaction if 


at all possible, 


“sus 
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Haight also taught techniques to be used in making sales 
presentations (Tr. 3779). He told the salesmen to "only give 
the facts that are of interest to the particular prospect omen 


never give all the facts . . ." (Tr. 3782-3, RA 132-3) 5 to overcome 


customers' objections by using the objections to make a sale (Tr. 3780, 


RA 131); to "dominate the interview" (Tr. 3781, RA 132); and to create 


a "sense of urgency" by saying: "You had better buy it before it goes 


up" (Ex. 290, RA 233). 
Carr also instructed the salesmen in sales practices. Echoing 
Hodgdon's admonition to the salesmen that "not enough eis is 
paid to the subconscious mind of client or prospect" (Ex. 255, RA 229). 
Carr taught that in selling, emotion is more important than logic 
and that salesmen should "Hit on [the] Hot Button" (x. 245, RA 224) — 
which he defined as the objective "dearest to [a client's] heart" (Tr. 
10,089) — and that "an ounce of enthusiasm at the proper time is worth 
a pound of knowledge" (Tr. 2112, RA 68). Carr also taught salesmen 
to respond to a client's request to cancel an order by saying: "What, 
cancel! You should have doubled your order" (Tr. 2111, 3811; Ex. 245, RA 224). 
Carr supplied the salesmen with no less than 14 ways "to convince 
someone to sell a particular security" (Tr. 3788-92, 2114-5, RA 70-1, 134-8). 
The firm's insurance "specialist" lectured on still other 
techniques for freeing up funds for securities purchases. Customers 
were urged to borrow on the cash value of their life insurance 


policies or to switch from straight life to term insurance (Tr. 2091-4, 


8809-10, Ex. 251, RA 63-6, 189-90, 227). 


sie! 
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In one of his lectures the "specialist" told the salesmen: "Get 
[the client's] cash first, then go after insurance; our only 
purpose in discussing insurance is to free more monies" (Ex. 251, 
RA 227). 

No disclosure was made to customers regarding the investment 
philosophy stressing appeals to fear and greed pursuant to which 
their trust and confidence were sought by petitioners. 

Emphasis Upon High-Commission Sales 

Prior to the relevant period, Registrant emphasized in 
its sales brochures that since it carried no inventory of securities 
and did not participate in underwritings--both of which activities 
yield greater profits to a broker-dealer firm and its salesmen 
than do ordinary agency transactions a — its "relationship with 


clients will be one of trust" (Ex. 111). Beginning in 1959, 


however, this policy was abandoned (Tr. 7805) and the firm 


12/ See n. 10, supra. 


began using various methods to require or induce salesmen to 

sell underwritten offerings, inventoried stocks and motoal fund shares 
carrying substantial sales charges. Under the new policy, each sales- 
man who had been with the firm for over a year was required either to 


sell $18,000 in mtual funds or other securities, or five mitual fund 


contractual plans in each two-month period, or to earn commissions 


netting him $600 per month from sales of securities designated as "high 


quality" by Registrant (Tr. 12,257; Px. 13B, RA 210, 246). The term "high 
quality" securities included high-commission real-estate securities 
and mutual fund shares (Tr. 12,257-8, RA 210-11). Failure to fill these 


quotas was ground for and did occasion dismissal (tr. 12,257; Px. 13B, 
13/ 
RA 210, 246). 


In addition, salesmen were issued lists of "preferred" mutual funds, 
14/ | 
all of which gave Registrant reciprocal business (Tr, 2217-18, 


RA 78-79 , Tr. 12,502-3). Registrant paid bonuses semiannually for 


sales of $30,000 or more of the shares of these preferred funds (Ex. 


15/ 
147, RA 219d ). The fund that was most stressed, and most 


EES 


13/ The salesmen's income from Registrant consisted solely of the 
commissions they earned (Tr. 11, 234). ; 


14/ During the period in question it was possible for a mutual fund to 
reward broker-dealers selling shares by directing that a portion of 
the commissions on the fund's portfolio transactions be paid to such 
broker-dealers. 


Petitioners argue (Br. 12) that the preferred list was necessitated 

by the record-keeping problems arising from the ‘servicing of purchases 
from among the hundreds of available mutual funds, and that the bmus 
system merely ensured concentration in the preferred funds. Registrant's 
customers would doubtless have been interested in knowing that 
Registrant limited its recommendations to only 20 mutual funds because 
of back office problems, but they were never informed of this fact. E.g., 
Carr admitted in his testimony (Tr. 9895, RA 191) that he told 

clients: "We handle practically all the mutual funds." 
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recommended and sold, was Aberdeen Fund of whose distributor Hodgdon 
was a director and stockholder until some time in 1963 (Tr. 3409, 
3895-7, 6295, 6320, 6371, 7681-2, 10,103-4; Ex. 256, 258). Customers 
were not advised of these quotas, nor were they specifically told of 
Hodgdon's affiliation with Aberdeen Fund. 
Whenever the firm engaged in an underwriting, salesmen were asked 
to indicate the amount of the issue they thought they could sell 
(Tr. 2249, 4272-3, 6375-6, 6396, 11,410-11). One salesman 
testified that when he failed to dispose of the indicated quantity 
Haight "became excited, jumped from his seat, and told me that the 
firm had never — had never not sold anything it had undertaken to 
sell . . ." (Tr. 2178-9, RA eran Another example of the 
firm's stress on high pressure in the sale of securities is contained 
in the testimony:of another salesman who stated that, in connection 
with one of the firm's underwritings, Carr told the sales staff to 
“find the easiest money first, such as savings and loan money [and 
the] cash value of life insurance policies" (Tr, 3827-8, RA 140-1). 
With respect to securities in which Registrant had a position — 
i.e., inventoried securities -- salesmen were given, at the compulsory 
weekly staff meetings (Tr. 4074, 4088, 6321-2), a list of such securities, 


the number of shares they were supposed to sell, and the commissions for 


16 / Another salesman, who did not want to sell one of the firm's 
underwritings because he considered it "an extremely high risk," 
testified that Hodgdon told him that "my cooperation on the 
underwriting was vital to the interests of the firm and that 
he expected me to do my part in the underwriting" (Tr. 31, RA 1). 
About a week after this conversation, Hodgdon talked to the 
salesman about the latter's lack of enthusiasm for certain of 
the firm's underwritings and closed the discussion by asking 
for the salesman's immediate resignation (Tr. 31-33, RA 1-3). 
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selling them (Tr. 2258-61, 3414-17, 3953, 6369-70, 6391-2, 7087-90; 


Ex. 153, 458, 550-2). Hodgdon admitted in his testimony that if 
the firm's position in a security became larger than desirable, the 
salesmen's commission would be increased (Tr. 7821-2, RA 281-2). 
Carr urged the salesmen that in selling inventoried securities to 
financial planning clients they should "go into an area where we have 
something to sell. If not, try to sell [the client] what is easiest" 
(Tr. 3780, 4179-88, RA 132, 147-56, 228, Tr. 11,851-65). 
Registrant's policy of stressing nighecomiseion stocks was, 
in fact, explicitly acknowledged within the firm. A January 1961 
memorandum from Haight and Carr to the other officers of the firm 
recommended that salesmen be told occasionally about "blue chip" 
securities so that in "initial" conversations with prospects the 
salesmen could 'tiscuss" them to show that the firm dia not deal only 
in high-commission situations (Ex. 447, RA 235). Com himself, 
admitted in his testimony (Tr. 9895, RA 191) that in discussions 
with clients he would say:"We handle stocks on all the Exchanges . . ed 
No disclosure was made to customers of these asics techniques 
and the role they played in petitioners’ "financial planning" scheme. 
Registrant's Advertising | 
Advertisements extolling various aspects of Registrant's 
operations were broadcast at least once each day over a local radio 
17 Apart from high-commission real estate securities, the firm only 
"occasionally" recommended common stocks, most of which were stocks 
in its inventory (Tr. 6372, RA 170 ). One salesman testified 


"T don't remember ever having received any written instructions on 
the recommendation of any listed securities" <= 3416-7, RA 116-7). 
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station. The advertisements stressed: 


{1} The asserted experience and special expertise of the firm's 


salesmen: 


"{Wjhen you drop into one of Hodgdon & Co.'s offices 
« « » you'll be welcomed by a counselor who is an 
expert in financial planning in the field of secu- 
rities--profit sharing--insurance reviews--and oil 
programs" (Ex. 556, RA 238). 


"Call in an investment expert, one of the many 
informed specialists at Hodgdon and Company" 
(Ex. 554, RA 238). 


"Trained investment analysts will go over your 
present portfolio . .. such advice is based on 
Hodgdon & Co.‘s own vast experience in the 
financial field . . ." (Ex. 575, RA 243). 


(2) Hodgdon & Co.'s asserted research capabilities: 


“Hodgdon and Company has no crystal ball but 

they do have a research staff that has thoroughly 
and competently analyzed the probable course of 
the market . . ." (Ex. 573-4, RA 241-2). 


(3) The firm's asserted interest in established companies: 


“Advice on individual stocks is freely given 
based on Hodgdon's vast experience in the financial 
field" (Ex. 616, RA 245). 


"Registered representatives at Hodgdon are always 
alert for new opportunities for investment while 
never forgetting long-established stocks, bonds, 
mutual funds and the like. In short, a balance is 
maintained between the new, and the tried-and-true" 
(Ex. 615, RA 244). 


(4) The firm's special interest in inexperienced investors: 


“Hodgdon & Co. would like to issue a special invitation 

to new investors . ... Well, let me promise you this-- 

when you talk with a Hodgdon & Company representative 

about investments your eyes will really be opened to a 
fascinating field of financial opportunities" (Ex. 557, RA 240). 


18/ The advertisements were prepared by public relations counsel with 
Hodgdon's assistance (Tr. 12,239, 12,417). Although, as petitioners 
point out (Br. 15-16), the particular advertisement referred to by 
the Commission was marked “Don't Use," except for the phrase "long 
range gain, immediate gain" the same advertisement was used as well 
as other advertisements noted below, 
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In fact, however, Registrant's "trained iavestment analysts" 
were, as Hodgdon admitted, for the most part recently-hired salesmen 
who had little or no previous experience in the securities business 
(Ex. 457, p. 41, RA 237 )3 the firm simply had no research staff 
(Tr. 2168, 7820-21, RA 72, 180-1); and the firm largely ignored "well- 
established stocks and bonds” in favor of those purchase recommendations 
that would be most lucrative for the firm (Tr. 3416-7, 6369-72, Ex. 447, 
RA 116-7, 167-70, 235). Registrant's quest for "new irivestors" was, 
of course, in pursuance of its scheme to gain the confidence of 
those unsophisticated persons who would most likely socsab to the 
touted attractions of "financial planning." : 


Transactions with Financial Planning Clients 


As found by the Commission, the overall scheme to defraud 
financial planning clients involved not only high pressure sales 
tactics and deceptive advertising but also specific dealings with 
financial planning clients, in which the individual petitioners 


implemented the fraudulent techniques described above (Op. 7, JA 316 ). 


| 
The Commission concluded (Op. 14, JA 323 ) that in these dealings 


the individual petitioners induced customers, many of whom were 
inexperienced and unsophisticated, 


"to believe that their best interests would be served 
by following the investment program designed for them 
by [petitioners] . ... In fact, such programs were 
designed to sell securities that would provide the 
greatest gain to [petitioners], rather than to promote 
the customers’ interests; indeed, in some instances, 
the recommendations were directly contrary to the 
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customers’ expressed investment needs and objectives. 

Moreover, ‘various representations were made to clients 

to lull them into a feeling of security or to believe 

that their complaints were unjustified, and thereby 

sustain their confidence for further recommendations," 

The Commission's purpose in setting forth these transactions 
with clients was not, of course, to draw any nice statistical 
calculation of the impact of petitioners’ fraudulent scheme on 
their many thousands of customers. Nor were the Commission's 
findings intended to sustain any claim that particular customers 
suffered specific losses or were induced to purchase securities 
unsuitable for acquisition by them (Op. 15, JA 324). Rather, the 
instances described provide concrete proof that petitioners not 
only devised a scheme to defraud "financial planning" clients, 
but actively put that scheme into operation by making recommendations 
and sales pitches without disclosing the underlying philosophy and 
modus operandi upon which the financial planning concept turned. 
That this fraudulent course of conduct, in contravention of even 
the lowest standards of professional honor and principles, was 
willfully inflicted on any of petitioners’ customers clearly shocked 
the Commission's conscience. 

1. Adam 

Adam, who joined Hodgdon & Co. as a salesman in 1960, became 


a "group manager'’ in 1962, supervising about five salesmen, and in 


1963 was appointed an assistant vice-president (Tr. 8108-9, 8122-3, 


“9195— 


—_——-~ 


8349, 8386-87, 8371). Dr. G became a financial planning client 

of Adam in August 1960. In December 1960, at Adam's request, 

Dr. G gave him discretionary authority over her account (rr. 1047-9; 

Ex. 74, 89), because, according to Adam, she had a "complete 

lack of knowledge of investments and Financial Planning" (Ex. 688). 
In January 1963 and March 1964, Adam sent Dr. G eertren 

analyses of her account (Ex. 79, 82). Although the 1963 report 

showed a net loss on purchases effected up to that time of about 

$200, Adam nevertheless wrote: "[Y]Jou must be congratulated on 

the overall performance to date; and as we continue to work together 

over the years, we are planning to double the amount of =a 

capital" (Ex. 79, RA 217). The 1964 report showed a profit of about $7,000 

and, in an accompanying letter (Ex. 84), Adam wrote: "[D] uring 

the next five-ten years your net worth could easily amount to 

$120,000 minimum rather than the present $75,000. Let's keep it 

up." Both reports omitted any comment on Dr. G's total loss in 1962 

of her $11,000 investment in a speculative security purchased at 


Adam's suggestion (Tr. 1056-7; Ex. 75-77). 


Adam caused Br. G to sell her entire portfolio of listed 


securities--worth about $30,000--and cash in her annuity of $40,000, 


and to purchase other securities with the proceeds (Ex. 173, 423-424). 


Her total purchases consisted of about $30,000 in Aberdeen Fund and 
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another mutual fund, $12,500 in highly speculative gas and oil 
19 / 
programs, and about $50,000 in other securities, almost all 


of which were new issues that Registrant was underwriting or for 


which it was acting as a member of the selling group and stocks 


which Registrant sold as principal at a mark-up (Ex. 423-424). 


Adam did not disclose to Dr. G that the bulk of these recommended 
purchases resulted in high commissions and sales charges, in con- 
formity with Registrant's "financial planning" scheme (Tr. 1,083). 

Capt. S, who had a portfolio of individual securities 
valued at $45,567, in addition to shares in two mutual funds 
(Ex. 200), sold, pursuant to Adam's advice (Tr. 2798, 2772-3), 
all but about $1,600 worth of his original portfolio(aside from _ 
the mutual funds shares) to buy other securities recommended by 
Adam, Also pursuant to Adam's suggestions, Capt. S cashed in two life 
insurance policies to buy into one of the firm's real estate syndications 
and obtained three bank loans totalling $12,400 to finance other securities 
purchases (Ex. 205, 206, 527; Tr. 2682-3, 8287-9, 8530-3, 2681-2, 
8306-7, 8550-1). Thus, of a total of about $71,000 in securities purchased 
on Adam's recommendations, $61,000 represented securities sold by Regis- 


trant as underwriter or principal (Ex. 528, 529). In November 1961, 


197 These figures represent total purchases, including purchases 
paid for with proceeds of the sale of other securities purchased 
during the period. This is also the case with respect to the 
purchases in a number of other customer accounts described below. 


ae 


Capt. S purchased additional shares of a speculative security, 
on Adam's recommendation that he should average down his cost 
per share. Adam represented that he had received word that the 
stock "was still a good buy" (Tr. 2662; Ex. 528). On me same 
day, however, Adam had recommended that Dr. G sell the same 
security, in part because of adverse information he had received 
concerning the company (Tr.8511-13, 8462-4, RA 183-8) . 

In September 1962, Adam sent Capt. S a written progress 
report which, although it showed losses in every Seseuory of 
investment except in the two mutual funds in his original port- 
folio, nevertheless contained Adam's note of praise: "[y] ou 
must be complimented on your successful accumulation of wealth 
over the years. This success places you within the top four 
percent of all individuals in the country" (Ex. 204, RA 223). The basis 
for this statistical conclusion and its relevance to Adam's 
investment recommendations were not disclosed, nor were the 
elements of Registrant's "financial planning" scheme stressing 
high commission sales explained to Capt. S. The merogress report" 


closed with Adam's comment that “our overall performance must 


continue to be outstanding for you" (Ex. 204, RA 223) I although no basis 
/ 


was given for this assurance. 


20 / Petitioners’ attempt to justify their conduct (e.g., Br. 23) 
on the basis of facts showing that they purchased for then- 
selves and their relatives securities also recommended to 
financial planning clients is without relevance’ since the 
Commission's findings do not depend on petitioners’ beliefs 
as to the merits of particular securities recommended. 


2. Harper 


Harper joined Registrant as a salesman about the end of 1960 (Tr. 
6751-2), his only previous experience in the securities business being 
the few months he spent as a trainee with another firm (Px. 7t). He was 
designated a "specialist" in the gas and oil programs offered by the 
firm to investors~although he had not previously worked in this area 
(Iz. 6820, Px. 7t)—and lectured new trainees in that area (Tr. 5997-6001, 
6363). He was appointed an assistant vice-president in 1963 (Tr. 6234, 6754). 
Mrs. D, a divorcee with a dependent son, had a portfolio of seasoned 


high quality stocks and bonds worth about $200,000, which she had 


acquired through inheritance and gifts (Tr. 2285-6; Ex. 155, 427). She 


told Harper that she would like to increase the income from her portfolio 
but that any changes were to be in "safe things, well-seasoned stocks" 
since she needed security (Tr. 2413-14). au 

As Harper was aware, Mrs. D was a wholly unsophisticated investor 
(Tr. 2284, 2292). He told her that Registrant specialized in "estate 
planning," and that she need not be concerned about investing since 
she would have "expert advice" (Tr. 2284, RA 81). Mrs. D, 
agreed to Harper's suggestion that a radical change be made in her 


rn 


21/ Her yearly income consisted of about $7,500 from her securities 
and $2,400 in alimony which she told Harper she was fearful of 
losing and which she needed "to sustain herself" (Tr. 2285-6, 
6891-2). 
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portfolio, but stated that she "had to play it very safe and 

be very conservative." Harper assured her that she =" not to 

worry, that he would do the worrying for her (Tr. 2292-53 Ex. 156, RA 90-3, 

220). Shortly thereafter, Harper wrote to Mrs. D, in ansver toa 

letter in which she again expressed her fears and concern for 

investment safety (Ex. 156). He stated: "I must stress to you 

that . . . you are playing it safe... .. We are new keeping you 

comfortable and moving you towards the $500 ,000-$750,000 level. ... 

You are 50% better off. today than you were [six days earlier]. ~ AS 

G. M. & Merck could now collapse and you would not be hurt" (Ex. 157, RA 221). 
Mrs. D, upon Harper's recommendations, sold more than $122,000 

worth of securities from her original portfolio. On his advice 

she effected purchases of $20,000 of Aberdeen Fund, $2,200 in 

another: mutual fund, about $14,600 in a gas and oil program, and 

about $87,000 in other securities, more than $82,000 of which 


Registrant sold as underwriter, selling group member or principal 


(Ex. 484). Of the latter amount, about $69,000 was placed in new 


issues (which the firm was underwriting or for which it was acting 
as selling group member), notwithstanding Mrs. D's pleas for well- 
seasoned and safe investments (Ex. 427-9; Ex. 484). No disclosure 
was made to Mrs. D of Registrant's preconceived scheme stressing 


high-commission securities. 


Mrs. M, an inexperienced investor whose goal was retirement 
income, testified that Harper told her "that I should consider 
him like my doctor, that he would then be able to kind of diagnose 
my financial potentials and possibilities" (Tr. 1860,-RA 45). She testi- 
fied further: "I reacted to this with confidence. They, after all, are 
experts in financial counselling" (Tr. 1860, RA 45). She also testified 
that she relied on Harper and usually followed his recommendations 
(Tr. 1889-90, RA 48-9 ). ds Although Mrs. M stressed her desire 
for liquidity, Harper recommended and sold to her limited partnership 
interests in various real estate syndications that Registrant was 
underwriting, assuring her that, in the event of an emergency, she 
could get her money out in a relatively short time (Tr. 1870, 1876, 
RA 45-1 to 45-2). However, it was not explained to her that the firm 
only maintained "work-out" markets in such securities so that an 
investor could not! necessarily dispose of them readily unless there 
were a buyer available. When some of the syndications ran into 
difficulties Registrant was in fact unable to find buyers for all 
those who wished to sell (Tr. 1861, 1866, 1876, 1927-8, 6935-6, 7141, 
7163-4, 13,319-20, 13,345 et seq.). After the cash distributions were 
cut on two of the syndications purchased by Mrs. M, Harper repeatedly 


dissuaded her from attempting to dispose of them (Tr. 1901-2, 1905-6). 


22/ Her trust and confidence in Harper was such that she even sought 
his advice as to whether she should invest in her husband's 
business (Tr. 1899), which he advised her not to do (Tr. 1900). 
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Harper called Mrs. M several times before persuading her to buy 
another security, about which she felt "very insecure " representing 
to her that she could "probably double [her] money on it within two 
or three years" (Tr. 1880-81, RA 46-7 ). No basis for this pre- 
diction was given. | 

Of Mrs. M's total purchases through Harper of about $27,000, 
mutual fund shares accounted.for about $2,500 of this amount and 
all but $1,140 of the balance represented new issues chat Registrant 
was underwriting and securities sold by the firm as principal 
(Ex. 483, 484). No disclosure was made to Mrs. M regarding Regis- 
trant's scheme to emphasize sales of high-commission securities. 

In his written progress reports to Dr. B, Harper placed Dr. B's 
investments in the firm's real estate syndications in the "high grade" 
category along with the client's mtual fund holdings. In one such 
report, Harper even placed a gas and oil program that. he had sold 
Dr. B into that category (Ex. 373, 382, 383, 470). On Harper's 
recommendations, Dr. B sold securities initially held by him for 


about $19,000, and thereafter effected purchases of about 


$26,000 in gas and oil programs, $11,000 in mutual funds and 


$73,000 in other securities, of which latter amount about $50,000 
represented securities underwritten by the firm or sold as principal 
(Ex. 505, 506). No disclosures were made as to Registrant's 


systematic emphasis on high-commission securities transactions. 


3. Kitain 

Kitain joined Registrant in 1959 and received the usual 
training for new salesmen (Tr. 10,709, 10,718-720, 10,737-9X. In 
September 1960 he was appointed manager of the new suburban branch 
office, and in 1963 became an assistant vice-president (Tr. 10,664, 
10,837). 

Mrs. Y hada diversified portfolio of high grade stocks 
and bonds valued at between $90,000 and $100,000 (Tr. 2489-91; 
Ex. 177). She felt that her portfolio was not being given enough 
attention, and wanted “closer consultation" with a knowledgeable 
adviser since she herself was ‘ill informed" as to investments 
(Tr. 249%, 2548). Kitain told her that many of her stocks “were 
of doubtful quality," and that she should sell the bulk of them 


and divide $50,000 of the proceeds equally between Aberdeen Fund 


and another mutual fund which were assertedly more growth oriented 


(Tr. 2493-4, RA 104-5, Tr. 11,099-11,101, 11,500). In partial 
fulfillment of Kitain's plan, Mrs. Y sold more than $30,000 of her 
portfolio and invested $30,000 in the two mutual funds, Kitain — 
like the other petitioners — did not explain that mutual fund 
purchases entailed commission costs substantially higher than those 


charged on the purchase of listed securities, 


Mr. R was a foreign service officer, married and with 
three small children, a salary of $10,000, a mortgaged home, 
$4,500 in cash and government bonds and small holdings of three 
listed securities (Tr. 260-3; Ex. 16). He told Kitain that his 
objectives were to provide for the college education of ints children 
and to supplement his retirement income (Tr. 257), and that "gen- 
erally speaking" he wished to continue buying safe growth stocks 
(Tr. 259-60, 273, 10,789). However, Kitain discouraged Mr. R 
from purchasing listed securities, telling him that if he bought 
Aberdeen Fund and another mutual fund he would "in effect” parti- 
cipate in blue chip stocks "in a much more efficient and probably 
a more meaningful way" (Tr. 11,442-3; Ex. 744, RA 192-3; 246). 
Despite Mr. R's modest finances, Kitain did not explain 
that this form of "participation" involved substantial sales 
charges that were five times higher than those on the en of the 
underlying securities held by the mutual funds. Kitain itold Mr. R 
that he could afford to speculate, and even suggested that it 
would be possible to convert life insurance policies to oer 


cost term insurance, which would free capital to invest in speculative 


situations. Mr. R in fact converted some of his policies and 


borrowed on others, investing at least part of the proceeds in 


securities, including two of a speculative nature recommended by 
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Kitain (Tr. 258-9, 269-70, 323-4, 11,422-2; Ex. 742). Kitain also 
advised Mr, R to borrow money to make securities purchases and, in 
fact, introduced him to the same bank manager to whom he had intro- 
duced Mrs, Y, Mr. R effected loans through that bank for the purpose 
of making securities purchases (Tr. 270-1, 329-30, 10,963-5). 

Prior to purchasing $15,000 worth of Aberdeen Fund pursuant to 
Kitain's recommendation, Mrs, A, who had a very limited knowledge of 
securities (Tr. 788), complained that withdrawal of that amount from 
her savings and loan account.would result in a yearly loss of $600 
in interest. Kitain advised that she could receive this amount by 
making regular withdrawals from her Aberdeen account which he 
asserted would be covered by the fund's “interest” payments (Tr. 793, 
RA 9). Mrs. A\then made the purchase. However, after three 
withdrawals she discovered that she was using up her principal and 
stopped withdrawal of any further sums (Tr. 791-3, 11,041-3, 11,456-63). 

When the price of a stock Mrs, A had purchased through Kitain 
continued to drop she asked Kitain what was wrong and he replied that 
Registrant wanted the stock to go down so that all of its customers 
could be “put into the security" (Tr. 798-99, RA 10-11, Tr. 11,070-73). 

O£ the $34,500 worth of securities in addition to Aberdeen Fund 
that Mrs. A purchased through Kitain, all but about $6,000 represented 
new issues sold by Registrant as underwriter or selling group member 


or securities that it sold as principal (Ex. 523, 524). 


4, Davis 

Davis had no experience in the securities peatness prior to the 
time he joined the firm as a salesman in 1957 (Tr. 5664-5665) . Mr. 
and Mrs. M were inexperienced investors (Tr. 1503) desiring to "build 
a good financial future” for themselves (Tr. 1499). Davis elaborated 
on Registrant's concept of financial planning, telling them that they 
"would have to have complete confidence in him [and] confide in him 
totally" (Tr. 1502, RA 27, 10,393), and assuring them that with 
his assertedly "expert" help and that of Registrant's staff of 
"experts," the proper type of investments would be nade for them 
(Tr. 1503, RA 28). | 

Davis recommended mutual funds and also told the M's that they 
could afford to buy speculative issues, stating that he did not know 
of anyone who ever got rich on blue chips because such stocks just 
varied a few points, and that the speculations he peeremended would be 
“the blue chips of tomorrow" (Tr. 1523-24, RA 29-30). No basis 
for this assertion was given. 

Mrs. M testified that, in recommending investments, Davis always 
told them that they would make great profits, generally within a 
specified time (Tr. 1532, RA 31). Davis stated, for example, 
that one speculative security would double in value in about two years 
(Tr. 1532, RA 31) and that another security being issued at 
$4 would rise 1 to 3 points (Tr. 1588-9, RA 32-33). He did not suggest 


any basis for these predictions. As is frequently the case in sales of 


newly issued securities, the M's ordinarily did not receive a prospectus 
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on new issues they purchased until they got their confirmations. 
They thus relied on Davis' recommendations, When Mr. M insisted 
on seeing a particular prospectus before purchasing a speculative 
issue underwritten by Registrant which Davis was recommending, 
Van-Pak, Davis reluctantly agreed, stating: "I will send it, but 
don't pay attention to it, It will not reflect what the situation 
truly is." When Mr. M. read the prospectus and told Davis that the 
stock Looked "dreadful," Davis replied: "Just . . . ignore [it], 
any prospectus just looks terrible . .. certain regulations are 
required as to what you can put in a prospectus and it always 
paints a very bleak picture." He asserted that if people based 
their investment decisions on prospectuses "no one would ever 

put a cent into anything" (Tr. 1592, 1597, 1701, 1749-53, RA 35-44). Davis 
did not pinpoint any inaccuracies in the prospectus or indicate 
the source of his optimistic projections. 

Davis and the firm's insurance "specialist" also advised 
the M's to cash in their life insurance and purchase lower cost 
term insurance, in order to free funds for securities purchases, 
telling them that they would be notified when, with proper 
investments, they had become "self-insured," at which point they 


could cancel their term insurance as well. (Tr. 1500-1, 1677, RA 25-6,. 


Tr. 10,595-9). The M's followed the advice, investing the proceeds 


(obtained by surrendering their original policies) in securities 
that Davis recommended (Tr. 1500-1, 1677, 10,595-9). Again acting 
on Davis’ advice, they borrowed $5,200 for investment in the firm's 


real estate syndications and abandoned their original intention 


of buying a farm after Davis told them that they were better off 


investing in things that "would be making them money" (rr. 1520, 
1680-1). Of about $22,574 of securities purchesed by the M's 

at Davis' recommendation all but $436 represented new issues of 
which Registrant was the underwriter or securities that it sold 


as principal (Tr. 1630, 1766; Ex. 537-8). No disclosures were made 


concerning Registrant's predetermined emphasis on high-commission 


securities. 

Davis had discretionary authority with wee the 
account of Cdr. C, a naval aviator stationed overseas i (Tr. 542-5; 
Ex. 40). Of total purchases of $14,981 in Cdr. C's aecounte 
$13,256 represented new issues of which Registrant was underwriter 
or securities it sold as principal (Ex. 488-9). Although Cdr. C 


was admittedly desirous of speculating, he was not advised of 


| 
Registrant's policy stressing speculative securities whose sale 
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would result in the highest commissions for petitioners. 


5. Kibler 

Kibler had no experience in the securities industry prior to 
joining the firm as a salesman in 1960 (Tr. 8880, 9053-9058). Mrs. 
S, an elderly widow with a portfolio consisting largely of seasoned, 
listed securities having a value of about $50,000 (rr. 4433; Px. 14s), 


told Kibler she wanted greater income and safety (Tr. 4434, 4436, 9154). 


23 / While Davis may have purchased these securities for himself 
= or his mother, he of course was completely aware of the facts 
surrounding these securities, including the benefits to 
Registrant and himself from their sale. His customers were 

not. 
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Acting on his advice, she sold more than half of her portfolio and 
invested about $12,500 in mutual fund shares and $19,500 in other 
securities, of which all but one small purchase were new issues 
underwritten by Registrant and securities that it sold as principal 
(Ex. 495, 496). Although Mrs. S may have realized some gains, she 
dealt with Registrant and Kibler without knowledge of their emphasis 


on high-commission business, 


Dr. J, a 46-year-old federally-employed veterinarian, had 
a portfolio consisting of $7,000 invested in government bonds 
and about $18,000 in high-grade securities (Tr. 4749, 4752, 4756-7, 
4768; Ex. 345). The "financial plan" that Kibler prepared for 
him specified a "minimum financial goal" of $87,000 to be accumulated 
by age 65, and safety as one objective (Ex. 346). The plan recom- 
mended, among other things, that the government bonds be sold and 
that Dr. J's life insurance policies be converted to decreasing 
term insurance "to increase death protection coverage during period 
of growth of investment growth program." Kibler told Dr. J that 
the firm's real estate syndications which he recommended would be 
“easily marketable" (Tr. 4757, 4770-72, RA 158-61) and that the SEC required 
that prospectuses "not be particularly glowing," with the result 
that a prospectus would usually "play down the future or well being" 


of the company whose securities are being offered (Tr. 4754, RA 157). 


_Kibler did not specify any inaccuracies in prospectuses. On Kibler's 


advice, Dr. J sold his government bonds and about $10,000 worth of 
his other securities, reinvesting the proceeds in Kibler's recommended 
securities (Tr. 4746-7; Ex. 345, 513). From May 1962, when he 


opened his account, until February 1964, Dr. J purchased about 
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$25,000 worth of securities all of which were mutual funds, new 
issues that Registrant was underwriting or stocks sold by it as 
principal. Kibler made some recommendations as to listed secu- 
rities, but did not disclose Registrant's preconceived pian to 
stress high-commission business. | 

6. Hodgdon 

As previously noted, Hodgdon was the founder of Registrant 
and one of the central forces in its "financial planning" scheme. 

Mrs. Se! an inexperienced investor, acting on Hodgdoa' s 
recommendation, sold about $32,000 worth of municipal bonds and 
purchased $35,000 worth of other securities, of which $30,000 


was invested in two speculative new issues that the firm 


was underwriting, and the remainder {n stocks that the firm sold 


as principal (Tr. 1226-7; Ex. 649). Mrs. W was not advised of 


Registrant's emphasis on high-commission securities. 

7. Haight 

Haight was vice-president in charge of sales and training, 
with broad responsibilities for Registrant's "financial planning" 
operations. 3 

Miss T, an elderly woman with a high grade diversified 
securities portfolio worth about $62,000 told Haight that she wanted 
increased income for her impending retirement (Tr. 4475-6 Ex. 324). 
24/ Contrary to Petitioners assertion (Br. 33, n. 23) the Examiner 

did find that Mrs. W was a financial planning client (I.D. 68, 


JA 198  ), and the record supports this finding (Tr. 1227, 
1236). 
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She sold about $28,000 worth of securities from her original 
portfolio (Ex. 499) and, on Haight's recommendation, invested 
$17,000 in Aberdeen Fund and another mutual fund, and about $55,000 
in other securities, virtually all of which represented real estate 
and other new issues being underwritten by the firm and securities 
it sold as principal (Ex. 500, 501). No disclosure was made to 
Miss T regarding Registrant's systematic emphasis on high-com- 
mission securities. 

Miss B, also an elderly woman, with a portfolio of high-grade 
securities worth $120,500, sold $52,000 worth of that portfolio and, 
on Haight's recommendation, invested $10,000 in Aberdeen Fund and about 
$64,000 in other securities, more than $58,000 of which represented 
new issues underwritten by Registrant or sold by it as principal 
(Ex. 491-2). Haight did not disclose to Miss B the elements of the 
financial planning scheme stressing high-commission securities sales. 

8. Carr 

Carr was an early and key figure in Registrant's operational 
history, serving as senior vice-president. Like Hodgdon and Haight, 
he was a principal exponent and teacher of the "financial planning" 
scheme. 

In 1961, Colonel F, who was stationed overseas and had 


limited means, gave Carr discretionary authority over his financial 
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planning account (Tr. 4401-2). All of the ten stocks in his 

portfolio were sold for about $7,800 and replaced with securities 

selected by Carr which, except for one minor purchase, consisted 

of Aberdeen Fund shares and five new issues wevlerericcern by 

Registrant (Tr. 4402; Ex. 308, 310, 315, 509). Carr also suggested 

that the client borrow on his life insurance to make an investment 

in a real estate syndication, but this advice was not followed 

(Tr. 4412-13). Although Colonel F was interested in nev issues, 

he was not advised that Registrant's systematic policy vas to 

stress securities yielding the highest commissions for petitioners. 
On Carr's recommendations General A sold certain stocks 

and invested $2,500 in Aberdeen Fund and more than $33,000 in 

other securities consisting of new issues underwritten by Registrant 

and stocks which it sold as principal (Tr. 4930-1, 4937-8, 10, 183-4; 

Ex. 517-19). Like Colonel F, General A was interested in specu- 

lation, but received no disclosures as to Registrant's high commission 


business orientation. 
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It should be observed that while each of the individual 


petitioners spared few flamboyant assurances and promises of impending 
financial security--even when these appeared peculiarly inappropriate 
--no effort was made to disclose fully and fairly to financial 


planning clients that petitioners’ assurances and promises were an 


-36- 


integral part of their carefully preconceived and executed sales 
techniques and that recommendations as to the purchase or sale 
of securities--and even as to the disposition of other financial 
assets such as life insurance and personal savings--were inexorably 
tied to sales quotas and to petitioners’ perpetual search for 
self-enrichment through high-commission securities sales. 
Fraudulent Representations in the Offer and Sale of Securities 

Wholly apart from petitioners’ scheme to defraud public in- 
vestors through the purveyance of "financial planning" services 
falsely purporting to provide comprehensive, unbiased, individualized 
investment counselling, the Commission found that in five separate 
cases various of the petitioners made materially false and misleading 
statements respecting securities they were offering for sale. These 
cases demonstrate that the “lessons" learned at training sessions 
that were designed to attract and maintain the allegiance of 
trusting customers were only the "First Grade" in Registrant's 
"School of Fraud." Having acquired some degree of skill in soliciting 
the confidence of investors, petitioners proceeded to offer and sell 
to those investors specific securities in willful violation of the 
antifraud prohibitions of the federal securities laws. 

1. Van-Pak, Inc. 


The Commission found that Registrant, together with or aided 


and abetted by Hodgdon, Haight, Carr, Harper, Kitain, Davis and 


Kibler, violated the antifraud provisions in connection with a public 
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offering of Van-Pak stock through Registrant as underwriter (Op. 


15-17, RA 324-6). Van-Pak was a freight forwarder of individuals' 

household goods by the "containerization" method, primarily to and 

from overseas military posts (Ex. 52). Despite the fact that Van-Pak's 

prospectus explicitly stated that "containerization is not new in the 

transportation industry" and that Van-Pak "did not originate the 

containerized transportation method" (Ex. 52, RA 215), Hodgdon 

(Tr. 1227-a, RA 15), Carr (Tr. 1441, 1446, RA 19, 21), Harper 

(Tr. 1875-6), Davis (Tr. 1476-7, 1590, RA 23-4, 34) and Kibler (Tr. 

1156-7, RA 13-14) all represented to customers that Van-Pak's moving 

2s/ 

methods were new. The State of Virginia prohibited sales of Van-Pak 

stock in that state because it found the company to be insolvent (Ex. 

298, 299). Haight (Tr. 2962, 2987, RA 107-8 ), Carr (tr. 3016, 3018, 

RA 109-10) and Kibler (Tr. 3042-3, RA 111-12) did not disclose this 

fact to Virginia residents who purchased Van-Pak from Registrant. 

Respondents also misrepresented Van-Pak's future prospects. 

Although the military had recently approved Van-Pak's tender of 

service, the prospectus showed that this merely authorized the company 

25 / For example, Davis characterized Van-Pak as having a "revolutionary 
new process of containerized moving" (Tr. 1590, RA 34 ). Carr told 
his customer that Van-Pak had developed a new type of container (Tr. 
1441, RA 19 ). This customer had requested a prospectus before 
purchasing Van-Pak but Carr--practicing what he had preached in the 
training sessions--told him that it "was fairly urgent” that he 


decide immediately because there were only a limited number of 


shares left (Tr. 1442, RA 20). Carr told another customer that 
Van-Pak was “one of the most promising issues that had come to his 
attention" and that "it couldn't miss" (Tr. 3016, 3018). 
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to compete for business at military posts and that only low bidding 
movers would actually get government contracts (Ex. 52). In addition, 
the president of Van-Pak himself testified that Van-Pak at the time 
of the offering had no contracts with the Defense Department or any 
other government agency, that the military's approval of the tender of 
service did not guarantee Van-Pak any income, and that he never told any 
of the petitioners that Van-Pak had any government contracts or anticipated 
receiving any (Tr..6415-7, RA 173-5 ). Nevertheless, Hodgdon (Tr. 
1227-9, RA 15-17 ) and Kibler (Tr. 11,567, 3042-3, RA 194, 111-12) told 
customers that Van-Pak had or expected to get government contracts. 
Davis (Tr. 1476-7,' 1703, RA 23-4, 39) told his customers that Van-Pak 
expected substantial government contracts and that the company had a 
virtual "monopoly" on transporting the effects of overseas military 
personnel (Tr. 1833). 

The Commission also found that the representations of Carr 
(Tr. 1446, 1467, RA 21-22), Haight (Tr. 1269, RA 18 ), and 


Kitain (Tr. 1956, RA 50) that Van-Pak's stock price would 


double, and Davis' representation that the stock was likely to double, 


triple or quadruple (Tr. 1476-7 , RA 23-4) were fraudulent (Op. 17, 
JA 326). 

Although petitioners claim (Br. 41-43) that they were given 
inside information about Van-Pak by its management which was not 
reflected in the prospectus, they did nothing to verify such 
information, they did not suggest to the company that the prospectus 


be amended and they did not temper their unqualified projections 


of future corporate success with the disclosure, now ‘openly conceded 
(Br. 43), that Van-Pak's public offering was the company's only 
hope of averting financial disaster: in effect, it was "go public 


or go broke." 
2. U.S. Infrared Corporation ("USI" 
The Commission found that Registrant, together with or aided 
and abetted by Kitain, violated the antifraud Eoeicloas in con- 
nection with an asserted "private placement" of USI Ae. through 
Registrant (Op. 17-18, RA 326-7). Kitain told a customer that if he 
purchased USI stock during the private offering he would be coming 
in "on the ground floor" since USI "would go public at a higher price 
later on" (Tr. 1016, RA 12, Tr. 11,353-4). There ~~ no basis 
for this prediction; USI's only attempt at a public offering was an abortive 


effort that collapsed when the prospective underwriter rescinded 


its agreement (Tr. SSS 12,813 et seq.; Ex. 12 B-D). The company 
26 / ! 


became defunct (Px. 13v). 


3. Paragon Electrical Manufacturing Corporation 
The Commission found (Op. 18-19, JA 327-8) that Registrant, together 


with or aided and abetted by Carr, violated the antifraud provisions in 


its sales of Paragon stock. 
ee ee ee eee 
26/ Petitioners" complaint (Br. 44) that the Commission failed to find 
facts regarding purchases by Kitain and his father-in-law appears 
to be based on the erroneous theory that fraud is perfectly 


permissible as long as the perpetrator purchases some of the 
securities as to which he makes false and misleading statements. 
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In connection with Registrant's asserted "private placement" of 
Paragon's stock, Carr told a customer that Paragon had agreements 


with General Electric and Westinghouse for the distribution of 


its wire connector (Tr. 627, 641-2, RA 6-8), that the customer 


would make a "very nice profit from this stock after it went public" 
(Tr. 627, RA 6), and that there was talk of a stock split 
(Tr. 627, 647-8). There was no basis for these statements. The 
facts were that Paragon simply had no such agreements (Tr. 738), that 
a public offering was merely a possibility that never got past the 
discussion stage (Tr. 693, 756-8), and that no stock split was ever 
contemplated (Tr. 694; Ex. 56, cone Paragon went out of business 
soon after the “private placement" (Tr. 7644). 

4. Apache Canadian Gas and Oil Program 1961 

The Commission found that Registrant, together with or aided 
and abetted by Harper, made fraudulent representations in connection 
with Registrant's participation as underwriter in a registered offering 
of $5,000 units of Apache Canadian Gas and Oil Program 1961 (Op. 19, 
JA 328). Harper sold a unit to Mrs. D, his financial planning client, 
who soon became dissatisfied and tried to get Harper to sell. He 


dissuaded her, first by writing that he knew of "several anxious 


em 


27/ The fact that Registrant acquired Paragon shares is irrelevant 
from the standpoint of appropriate disclosures to its customers. 
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buyers, . . . I urge and beseech you not to sell this" x. 168, JA 

Tr. 2326-32), then by telling her in a written report that "Bids 

have run as high:as $25,000 per unit" (Ex. 165, RA 222 d, and finally by 
telling her that several buyers would pay $35,000 (Tr. 2340-2, 

3140; Ex. 166, Px. KK). These statements were false and misleading. 
Harper used the same technique on Dr. B, who had bought ; unit 

for $12,050 after the offering; Harper's "portfolio analysis" for 

Dr. B valued a unit at $30,000, with a potential worth of $100,000 

(Ex. 383; RA 234). Although Harper testified that he obtained his figures 
from the corporate sponsor of the Apache Program (Tr. 6914-7, 6881-4), 

an officer of the sponsor testified that there was no basis for 

Harper's figures (Tr. 6541-3). Petitioners do not contest the Com- 
mission's findings (Br. 45). 

5. Data Processing Corporation of America (“DPCA") 

The Commission found that Davis violated the antifraud provisions 
in connection with the securities of DPCA. Although Davis was admittedly 
aware that a DPCA underwriting was only in the talking stage (Tr. 5676, 
10,517-8), he nonetheless told a customer that there would shortly 


be a public offering of the stock at a price considerably above the 


$3.50 per share paid by the customer and that market interest should 
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make the price “behave favorably after the public offering" (Ex. 44). 
There was no basis for these representations. 
Offer and Sale of Unregistered Securities 

The Commission found that Registrant, Hodgdon and Kitain 
in the offer and sale of USI stock and Registrant, Hodgdon and Carr 
in the offer and! sale of Paragon stock, violated the registration 
provisions of Section 5 of the Securities Act of 1933, 15 U.S.C, 


77e (Securities Act"), and that Kitain and Davis violated these 


29 / 
provisions in the offer and sale of DPCA stock (Op. 20-21, JA 329-30). 


Petitioners failed to sustain their burden of proving that there was 
30 / 
any "private offering" exemption from registration. As the Commis- 


sion found and as petitioners virtually concede (Br. 43), the USI, 
DPCA and Paragon’ offerings were made to various inadequately informed 


persons who were not related to the issuers in such a way as to give 


Petitioners’ assertion (Br. 45) that Davis made no profit from 
these transactions and purchased shares personally is without 
relevance to the question of whether he made fraudulent state- 
ments to his customers. 


Section 5 of the Securities Act prohibits the sale of any 
security unless a registration statement covering the security 
has been filed with the Commission and is in effect. Petitioners 
admit (Br. 43) that the securities of USI, DPCA and Paragon 

were unregistered. 


The "private offering" exemption derives from Section 4(2) of 
the Securities Act, 15 U.S.C. 77d(2), which exempts from the 
registration provisions of Section 5 "transactions by an issuer 
not involving any public offering." 
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them access to the same kind of information that a registration 
statement under the Securities Act would have supplied, nor did 
they otherwise possess such information (Op. 20, JA 329). 

As previously noted, various petitioners also made false 
and misleading statements about these securities. : 


False Records 


Petitioners admit (Br. 45) that Hodgdon told Registrant's 


salesmen and clerical staff to place the notation "uneolicited” 
on confirmation slips that were mailed to Virginia residents who 
purchased Van-Pak stock even though their purchase orders were in 
fact solicited. Haight and Adam admitted marking order tickets 
in this fashion (Tr. 85550, 12,039-43). The Commission conc luded 
from these undisputed facts that Registrant, aided and abetted by 
Hodgdon, Haight and Adam, made false entries on its records in 
violation of the recordkeeping provisions of Section 17(a) of the 
Exchange Act, 15 U.S.C. 78q(a), and Rule 17a-3 thereunder, 17 CFR 
rte | 
Registrant's motivation for marking solicited purchases by 


Virginia residents as “unsolicited” stemmed from the State of 


Virginia's ban on sales of Van-Pak stock in that state ‘because of 


3Y Section 17(a) and Rule 17a-3 require broker-dealers to keep 
certain records, including memoranda of each order (17a-3(a) (6)) 
and copies of all confirmations (17a-3(a) (8)). 
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a finding by state authorities that the company was insolvent. 
Hodgdon reacted to the prohibition by instructing his employees 
to sell to Virginia residents provided that orders were solicited 
outside the state, and that non-Virginia addresses were used for 
such transactions. However, if the Virginia purchaser had no 
non-Virginia address, order tickets and confirmations mailed to 
Virginia were to be marked "unsolicited" regardless of whether the 
purchases were in fact unsolicited (Tr. 35-6, 2129, 7134-7, 7671-3). 
Failure to Amend Application for Broker-Dealer Registration 
Petitioners admit (Br. 45-46) that on three occasions 
Registrant's application for broker-dealer registration was not 
amended to reflect the election of certain directors and officers. 
The Commission found this omission to be a violation by Registrant, 
aided and abetted by Hodgdon, of Section 15(b) of the Exchange Act 
15 U.S.C. 780(b), and Rule 15b3-1 thereunder, 17 CFR 240.15b3-1. 
Hodgdon testified that he had delegated the responsibility for pre- 
paring such amendments to his executive secretary and was unaware 
that they were not timely filed (Tr. 7487-8), but the Commission 
found that such delegation did not relieve Hodgdon of his obligation 
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to make the amendments (Op. 22, JA 331 ). 


32, / Petitioners' assertion (Br. 46) that the elections were recorded 
in Registrant's minute book and not otherwise concealed does not 
erase the fact that the. Commission's records were rendered in- 
accurate by petitioners’ failure to comply with even the simplest 
of the Commission's broker-dealer disclosure requirements. 
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Failure to Transmit Funds Promptly 


Petitioners concede (Br. 46) that in connection with Registrant's 
. participation in a public offering of Southeastern Mortgage Investors 


Trust ("Southeastern") securities underwritten by registrant, Registrant 


failed promptly to transmit to the issuer proceeds from sales of 


Southeastern stock. The Commission concluded that Registrant thereby 
violated Section 15(c)(2) of the Exchange Act, 15 U.S.C. 780(¢) (2), 
and Rule 15¢2-4, 17 CFR 240.15¢2-4, which provide that it is a fraudu- 
lent practice within the meaning of Section 15(c) (2) for a broker or 
dealer participating in a securities distribution to aeCent the proceeds 
unless such proceeds are "promptly transmitted" to the persons entitled 
to them (Op. 22, JA 331). 
Although petitioners attempt to make light of this violation as an 
isolated incident, it is but further proof of their indifference to the 


letter as well as the spirit of the federal securities laws. 


STATUTES AND RULES INVOLVED 
Pertinent statutes and rules are set forth in the Statutory 


Appendix to this brief. 


ARGUMENT 
I. THE COMMISSION'S FINDINGS THAT PETITIONERS WILLFULLY 
VIOLATED THE FEDERAL SECURITIES LAWS ARE SUPPORTED 
BY SUBSTANTIAL EVIDENCE. 

As this Court pointed out in Hughes v. Securities and Exchange 
Commission, 85 U.S. App. D.C. 56, 61, 174 F. 2d 969, 974 (1949), "The 
function of this Court upon review of orders of the [Securities 
and Exchange Commission], with respect to findings of fact by 
the Commission, is set forth in Section 25(a) of the Securities 
Exchange Act of 1934 thus: ‘'* * * The findingsof the Commission 
as to the facts, if supported by substantial evidence, shall be 
conclusive. * * *'" (Footnote a Accord, Section 
19Ke) (B) (5) ‘of the Administrative Procedure Act, 5 U.S.C. 706(2) (E). 


The courts have consistently held that an administrative agency's 


findings of fact are presumed to be supported by substantial 


34/ 
evidences” A reviewing court's function is not to determine where 


the weight of the evidence lies but, rather, is "simply to see if 


the Commission's factual findings are supported by substantial 


evidence.“ Hughes v. Securities and Exchange Commission, supra, 
85 U.S. App. D.C. at 61, 174 F. 2d at 974; accord, Consolo v. Federal 


Maritime Commission, 383 U.S. 607, 619-622 (1966). 


33_/ This Court has repeatedly held to this effect in cases involving 
administrative agencies. E.g., Texas International Airlines, 
Inc. v. CAB, et al. (Nos. 23,232 and 23,233, April 30, 1971, 
slip op. 23); Richardson v. Britton, 89 U.S. App. D.C. 391, 192 F. 2d 


423 (1951). 


34_/ E.g-, Keele Hair & Scalp Specialists, Inc. v. Federal Trade Com- 
mission, 275 F. 2d 18, 21 (C.A. 5, 1960); Steelco Stainless Steel, 
Inc. v. Federal Trade Commission, 187 F. 2d 693, 694-695 (C.A. 7, 


1951). 
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Although petitioners assert (Br. 47-53) that the Commission's 
| 


findings regarding their scheme to defraud "financial planning" 
clients were not supported by substantial evidence, they ao not 
even attempt to make this claim in respect of the many other 
violations found by the Commission, relying instead on var ious 
arguments which we will show are either wholly irrelevant or 
clearly without merit. Even as regards the “financial planning" 
aspect of the case, it is evident that petitioners do not contest 
the irrefutable facts that appear in the record, but instead place 
emphasis on asserted facts that were not found by the Commission 


because ney do not bear on the material elements of the scheme 
/ 

to defraud. Thus, petitioners even now refuse to acknowledge 

35/ For example, petitioners claim that their customers were not 
"disadvantaged" by the scheme to defraud (Br. 48). Since 
this is not a private action for damages, but a Commission 
disciplinary proceeding against a registered broker-dealer 
and its officers and employees, proof of pecuniary injury to 
customers is ancillary at most to the fundamental question 
of whether petitioners engaged in a course of conduct that 
operated as a fraud on public investors. If petitioners’ 
contentions were to prevail, a broker-dealer could engage in 
the most reprehensible fraudulent scheme with impunity--making 
false and misleading statements and omitting to make material 
disclosures--as long as its customers could not prove they 
had lost money. Such a proposition is inherently inconsistent 
with the duties of full and fair disclosure imposed by the 
federal securities laws on all persons and particularly on 
members of the securities industry such as broker-dealers. The 
securities laws do not question the merits of particular secu- 
rities or the soundness of the broker's advice; they ask only 
whether there has been full and fair disclosure of all matertal 
facts and adherence to reasonable standards of professional 
conduct. 
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the fundamental responsibilities that members of the securities 


industry owe to the investing public, persisting in the erroneous 


belief that it was perfectly proper and "reasonable" (Br. 53) to 


solicit the trust and confidence of investors by emotional appeals 
and investment gimmickry and without disclosing the self-serving 


economic motivation for these pernicious methods of operation. 


A. Scheme to Defraud “Financial Planning" Clients 


The Commission found that during a period of four years, extend- 


ing from May 1960 to June 1964, Registrant and each of | the individual 
petitioners engaged in a scheme. to.defraud "financial planning" clients 


in willful violation of the antifraud provisions of the federal 
36 / 


securities laws and applicable Commission rules promlgated thereunder. 
The effect of these provisions is to prohibit any person, and particularly 
broker-dealers, from engaging in "any act, practice, or course of 


business which operates . . . as a fraud or deceit upon any person" 
37 / 
and from employing “any device, scheme, or artifice to defraud." 


As the Supreme Court emphasized in Securities and Exchange Commission v. 
Capital Gains Research Bureau, 375 U.S. 180, 195 (1963), this federal 


securities legislation mst be construed "not technically and restric- 
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tively, but flexibly to effectuate its remedial purpose." 
Petitioners' scheme involved two interrelated elements: First, 


petitioners embarked upon a broad and continuous appeal to public investors, 


Section 17(a) of the Securities Act of 1933, 15 U.S.C. 77q(a); 
Sections 10(b) and 15(c)(1) of the Securities Exchange Act of 
1934, 15 U.S.C. 784(b) and 780(c)(1) and Rules 10b-5 and 15cl-2 
promulgated thereunder, 17 CFR 240.10b-5 and 240.15cl-2, The 
applicable statutory and rule provisions are set forth in the 
Statutory Appendix. 
Similar language appears in each of the antifraud provisions. 
Section 17(a) of the Securities Act focuses on sales of securities; 
Section 10(b) of the Exchange Act encompasses any transaction in 
connection with the purchase or sale of securities; Section 15(c) (1) 
of the Exchange Act deals with the obligations of broker-dealers. 


See also Tcherepnin v. Knight, 389 U.S. 332, 336 (1967). 
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soliciting and inducing them — particularly "new investors" — to 
place their financial affairs in petitioners’ hands, to repose full 
trust and confidence in petitioners’ asserted skills and expertise. 
This appeal was conducted through frequent advertisements, telephone 
solicitations and personal contacts and interviews, Petitioners were 
trained, and trained their colleagues, to play upon the fears and 
desires of investors for financial security and well-being; they 
emphasized among themselves the fundamental gullibility of the unso- 


phisticated or relatively unsophisticated investor and devised means 


of exerting psychological and economic pressures on prospective clients 


to enroll in Registrant's "financial planning" program, The program 
required that customers divulge their financial position to petitioners 
and enabled petitioners to determine how mich business they could 
expect to squeeze from the client's existing securities portfolio, 
cash savings and life insurance. 

Second, petitioners recommended securities purchases to financial 
planning clients that were purposefully designed to bring petitioners 
a large measure — a "quota" — of "high-commission" business. "Financial 
planning" was purveyed as comprehensive investment advice based on 
the individual needs of the particular customer and the investment 
characteristics of particular securities. However, one of the central 
elements of the financial planning concept was hidden from the view 


and evaluation of investors: the systematic emphasis on the sale of 


securities that would generate the highest commissions, saies charges 
39/ : 
and trading profits for petitioners. 


In short, the Commission concluded that petitioners had failed to 


disclose, and even willfully concealed from financial planning clients, 
not only the fact that petitioners were not the "super-experts" they 
purported to be, = but also the critically material ‘fact that there 
was a preconceived plan to stress certain high-commission securities 
sales that directly benefited petitioners, whatever — have been the 
consequences to their customers. The gist of the ocnene did not 
depend upon the success of financial planning clients in reaching 
particular goals — although petitioners often falsely represented to 
such clients that they would soon be free of financial worries. It is 
therefore wholly irrelevant whether customers suffered losses or gains. 
The point is that they relied on the recommendations of petitioners 


without having been advised that those recommendations depended at 


a a aS 


39/ Although petitioners concede that their business was high-commission 
oriented (Br. 14-15) — a fact not disclosed to customers — they 
attempt to justify this by asserting that customer accounts had 
little turnover, Of course, there is no evidence that investors 
with blue chip securities portfolios experience high turnover rates. 


It is ironic that petitioners advanced as grounds for leniency in 
the imposition of sanctions, when they were before the Commission, 
the fact that petitioners Davis, Kibler, Carr, Adam, Harper, and 
Kitain had not previously been employed as registered representatives 
of a broker-dealer. Petitioners certainly did nothing to convey 
their lack of experience in the securities business to their financial 
planning clients; to the contrary, these investors were affirmatively 
urged to rely on petitioners* mich touted “expertise” and that of 
other employees of Registrant, such as an insurance “specialist” who 
specialized in getting investors to cash in their life insurance 
policies so as to free up funds for investment in high-commission 
securities. ; 
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least in part on a preconceived, systematic emphasis on high-commission 
business, i.e., securities underwritten by Registrant, securities sold 
in principal as opposed to agency transactions and sales of mutual funds, 
including Aberdeen Fund of which Hodgden was an affiliate, 
Similarly, it was unnecessary for the Commission to show, as 
petitioners contend (Br. 51-52), that any particular number of financial 
41/ 
planning clients were subjected to the machinations of the scheme. 
It was sufficiently shocking — and clearly violative of the antifraud 
provisions = that Registrant and each of the individual petitioners 
engaged in the process of making recommendations, rendering falsely 
buoyant reports, and giving other assurances to any public investors 
without disclosing the material elements of the financial planning 
scheme: false and misleading solicitations and a preconceived, 
42/ 
systematic emphasis on high-commission securities. Although 
petitioners claim (Br. 52-53) that they did not knowingly participate 
in an agreed upon course of fraudulent conduct, it was unnecessary for 
the Commission to find that they subscribed to any formal "agreement" 
4i/ Petitioners" argument in effect posits the principle that a little 
fraud is perfectly permissible, particularly when the investors do 
not know that they are heing defrauded and are therefore lulled into 
a false sense of security. 
There is, of course, nothing improper per se about the fact that certain 
types of securities — such as mutual funds and underwritten 
securities — carry mich higher sales charges and commissions than do 
transactions in listed securities, Many broker-dealers deal in such 
high-commission business, It was petitioners’ failure to disclose to 
their customers that "financial planning" was by its conception and 


nature a device to sell high-commission securities that constituted 
the scheme to defraud. 
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in light of the fact that each of the individual petitioners actively 


participated in the common undertaking evidenced by Registrant's sales 

techniques, both as to solicitation of customers and recommendations 

for the purchase of securities, without making appropriate disclosures 
43/ 

to their clients. In any event, there is ample evidence of concerted 

activity in Registrant's sales meetings and in the "teachings" of the 

managerial troika of Hodgdon, Haight and Carr to which’ the other peti- 

tioners so eagerly and evidently subscribed. 

As the Commission. concluded, petitioners’ "conduct was clearly 
contrary to the basic obligation of professionals in the securities 
business to deal fairly with the investing public" (Op. 14, JA 323). 
This theme has been echoed many times in the decisions of the Supreme 

| 

Court, this Court and other federal courts that have had occasion to 
consider the legal responsibilities that broker-dealers owe.to their. 
customers. In Securities and Exchange Commission v. Capital Gains 
Research Bureau, supra, 375 U.S, at 186, the Supreme Court emphasized: 

%, fundamental purpose, common to these [securities] 

statutes, was to substitute a philosophy of full 

disclosure for the philosophy of caveat emptor and 

thus to achieve a high standard of business ethics 

in the securities industry." 

eae that securities transactions involve "intricate mer= 
chandise" whose qualities should be assessed only after consideration 
43/ See Blue v. United States, 138 F, 2d 351 (C.A. 6, 1943), certiorari 

denied, 322 U.S. 736 (1944); Oliver v. United states 121 F. 2d 245 
care 10), certiorari denied, 314 US. The cases cited 
by petitioners on page 53 of their brief are oa to the contrary. 


H.R. Rep. No. 85, 73d Cong., lst Sess. 8 (933). 


of all relevant factors, this Court noted in Norris & Hirshberg v. 


Securities and Exchange Commission, 85 U.S. App. D.C. 268, 273, 177 F. 2d 


228, 233 (1949), that "the investing and usually naive public needs 
45 / 
special protection in this specialized field." And the court in 


Chasins v. Smith, Barney & Co., 438 F. 2d 1167 (C.A. 2, 1971), 
holding that a broker-dealer who makes recommendations to his client 


at the client's: request must disclose the fact that the broker-dealer 
46/ 
is 2a market-maker in the securities recommended, remarked at 


p- 1172: 


"An investor who is at least informed of the possibility 

of such adverse interests due to his broker's market making 
in the securities recommended can question the reasons 

for the recommendations. The investor . . . must be 
permitted to evaluate overlapping motivations through 
appropriate disclosure, especially where one motivation 

is economic self interest" (Footnote omitted). 


Petitioners gave their financial planning clients no opportunity 


at all to "evaluate overlapping motivations" that underlay recommendations 
to buy high-commission securities, To be sure, the customers could if 


they wished to do so read prospectuses that indicated the sales charge 


45/ As the Gourt observed in Hanly v. Securities and Exchange Commission, 
415 F. 2d 589, 595 (C.A. 2, 1969): 


“The sensitivity of operations in the securities field 

and the availability of opportunities where those in a 

position of trust can manipulate others to their own 

advantage led Congress to pass the antifraud provisions . .. ." 


See also Hughes v. Securities and Exchange Commission, supra; 
Charles Hughes & Co. v. Securities and Exchange Commission, 139 
F. 2d 434 (C.A. 2, 1943), certiorari denied, 321 U.S. 786 (1944) ; 


Hiller v. Securities and Exchange Commission, 429 F. 2d 856 (C.A. 2, 1970). 


A “marketemaker" ordinarily holds in its own account shares of the 
securities in which it "makes a market," i,e,, makes offers to byy and 
sell at stated prices, It thus has an economic interest in such securities 
beyond that of a broker-dealer who buys and sells as an agent for his 
customer and has no capital at risk in such transactions, 
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or commission; they might even be advised that Registrant was the 


underwriter for a new issue they were encouraged to purchase. What 
they were not told was that petitioners" economic motivation was far 
broader than that disclosed in any prospectus or "pep talk" they may 
have received: petitioners systematically stressed high-coumission 
securities; it was an integral part of their method of operation. The 
failure to disclose the practical reality of "financial planning” — 
rather than its promotional veneer — was hardly tnedvertents Indeed, 
it is difficult to imagine that petitioners’ method of operation could 
have continued had their customers been made aware of what “financial 
planning" really meant in terms of the recommendations that would be 
made, se) : 

In a business where the barriers to entry are relatively low, it 
is particularly important that high standards of conduct be observed by 
broker-dealers, especially when they hold themselves oo to the public 
as competent to advise objectively and independently on the complex 
questions of securities investment. Petitioners violated the trust and 
confidence placed in them by their customers for reasons of economic 
self-interest. And if, even now, they can defend their conduct only by 


47/ For example, customers knew nothing of the pressures placed on 
salesmen to fill sales quotas for high-commission securities; 
special bonuses for sales of mutual funds; increased salesmen's 
commissions on stocks that were too heavily inventoried and 
therefore required extra efforts to sell; arm-twisting of sales- 
men to sell the firm's underwritings. 


claiming that few investors were "injured," they have surely proved 


themselves unfit for the public responsibilities that the securities 


business entails, 


we. 


B. Fraudulent Statements in the Offer and Sale of Securities 

In addition to finding a scheme to defraud "E{nancial planning" 
clients, the Coumission also found (Op. 15-20, JA 324-9) that petitioners 
had willfully violated the antifraud provisions of the federal securities 
laws by making false and misleading statements in Soonection with the 
offer and sale of securities issued by five eneessoned companies: Van-Pak, 
USI, Paragon, Apache and = / In each of these cases petitioners were 
found to have made representations and predictions, including flamboyant 
predictions that the price of the securities would skyrocket, for which 
they had absolutely no basis. As the court stated in Hanly v. Securities 
and Exchange Commission, 415 F. 2d 589, 596 (C.A. 2, 1969): 

"A securities dealer occupies a special relationship to 

a buyer of securities in that by his position he implicitly 


represents he has an adequate basis for the aoe he 
renders" (footnotes omitted). 


Furthermore, the strict standards governing the conduct of persons selling 


securities are even more strict where the sales, as here, involve over- 


the-counter securities. Id, at 597. It is plainly improper to "recommend 


48 “5 / Registrant's violations pertained to Van-Pak, ust, Paragon and 
Apache; Hodgdon and Haight were found to have violated the anti- 
fraud provisions in connection with their sales of Van-Pak; Carr 
was found to have violated these provisions in his sales of Van- 
Pak and Paragon; Harper in his sales of Van-Pak and Apache; Kitain 
in his sales of Van-Pak and USI; Davis in his sales of Van-Pak and 
DPCA; and Kibler in his sales of Van-Pak. 


Rule 10b-5, 17 CFR 240.10b-5, promulgated by the Commission under 
Section 10(b) of the Exchange Act, 15 U.S.C. 784(b), makes it 
unlawful for any person "to make any untrue statement of a material 
fact or to omit to state a material fact necessary in order to make 
the statements made, in the light of the circumstances under which 
they were made, not misleading . . . in connection with the pur- 
chase or sale of any security.” Similar provisions are contained 
in Section 17(a) of the Securities Act, 15 U.S.C. 77q(a), dealing 
with sales of securities, and Rule 15cl-2 under the Exchange Act, 
17 CFR 240.15cl-2, dealing with the obligations of broker-dealers. 


a security unless there is an adequate and reasonable basis for such 
49 / 

recommendation.” Ibid. 

Petitioners do not even seriously attempt to argue that the 

Commission's findings of fraud in the sale of USI, Paragon, Apache and 
50 / 

DPCA were unsupported. They erroneously contend (Br. 59-61) that the 

Gommission’s findings of fraudulent statements in the offer and sale of 

Van-Pak were based solely on petitioners’ price predictions and involved 


testimonial conflicts that were improperly resolved. ‘As the Commission's 


findings make clear (Op. 15-17, JA 324-6), petitioners’ fraud did not 


involve solely price predictions, although there is substantial evidence 


that there was no conceivable basis for assurances to customers that the 


stock would “double or better" in a short time or otherwise rapidly 
51/ 
appreciate in price. In addition to price predictions, petitioners 


failed to disclose to purchasers of Van-Pak who were residents of 


Virginia that the State of Virginia had prohibited sale of the stock 


49/ See also Nees v. Securities and Exchange Commission, 414 F. 2d 
211, 219-220 (C.A. 9, 1969). 


50/ Petitioners’ argument (Br. 59-61) pertains almost entirely to 
the offer and sale of Van-Pak. In their Statement of the Case 
they obliquely refer to conflicts of testimony which they now 
suggest were improperly resolved (Br. 44-45). As the Commission 
noted in its opinion (Op. 26, n. 45, JA 335 ), apart from Van- 
Pak petitioners raised objection to only three such determinations 
and the Commission did not base any of its findings on the evidence 
as to which those determinations were made. Of course, petitioners 
cannot seek to raise objections in this Court which they did not 
present to the Commission. 


Sl/ Petitioners suggest (Br. 61) that they had a basis for "optimism 
over Van-Pak's future prospects." Even if that were so--and the 
Commission found that it was not, particularly in view of the 
testimony of Van-Pak's president and the statements in the company's 
prospectus-+-"optimism" affords no basis for the extravagant predic- 
tion that a stock will double in price. Such predictions are 
inherently fraudulent because it is impossibe to project with 
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if 52/ 
in that state because of its finding that the company was insolvent. 


Petitioners also made many other representations that were demonstrably 


false: that Van-Pak had developed a new type of container; that the 


company would shortly pay dividends; that it had defense and other 


Government contracts; that “it couldn't miss." 

Apart from the fact that Van-Pak did "miss," the representations 
in Van-Pak's prospectus, forming part of its registration statement filed 
with the Commission, painted an entirely different picture of the company's 
existing business and future prospects. Instead of Limiting themselves 


to the information disclosed in the prospectus, petitioners directly 
53/ 
contradicted its disclosures, although they had no basis for doing 30. 
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$1/ (Continued) | 
accuracy the future price of any particular stock, and assurances 
in this respect by petitioners could only mislead investors into 
the assumption that they were purchasing a "sure thing” instead 
of a highly speculative security. As the court observed in United 
States v. Wolfson, 405 F. 2d 779, 785 (C.A. 2); certiorari 
denied, 394 U.S. 946 (1968), "no reliable expert technique has yet 
been developed or perhaps can ever be developed to ascertain with 
any degree of accuracy the future market price of securities or the 
effect of events upon it." i 
It will be recalled that petitioners circumvented this ban by selling 
to Virginia residents at addresses in the District of Columbia or 
by marking the order tickets and confirmations "unsolicited." Thus, 
residents of Virginia were not advised that their own state authorities 
had found Van-Pak insolvent and hence inappropriate for purchase by 
residents--a fact that might become especially important if such 
residents later attempted to dispose of the stock through Virginia 
brokerage firms. 


The reports which petitioners claim to have received from the manage- 
ment of Van-Pak (Br. 41-42) do not provide any support for their 
sweeping representations, and Van-Pak's president testified that he 

had never told any representative of Registrant that the company had 

or anticipated getting any Government contracts or that any particular 
income could be guaranteed. Although purchasers of Van-Pak may have 
received a prospectus disclosing accurate facts about the company, 

the delivery of a prospectus does not, as petitioners appear to suggest 
(Br. 42), give broker-dealers a license to lie in their oral representa- 
tions, particularly when the purchasers rely on such representations. 


Consistent with their broader scheme to defraud, petitioners said what 


they thought was necessary to say in order to make a sale and omitted 


any material disclosures that might have dissuaded customers from fol- 
lowing their recommendations. 

Petitioners' challenge to the hearing examiner's determination to 
credit the testimony of customer witnesses instead of their own testimony 
is without merit. As the Commission noted (Op. 17, JA 326): 

‘The hearing examiner heard the witnesses, observed their 

demeanor, and noted that at least ten customers had testified 

to similar representations being made to them concerning 

Van-Pak Government contracts." 

There was no testimonial conflict about the failure of petitioners to 
disclose that Virginia authorities had banned sales of Van-Pak in that 
state. Nor did petitioners completely contradict the testimony of their 
customers in other en And to the extent that there were con- 
flicts, it would have been superfluous for the examiner to have expressly 
stated in each instance that he believed the corroborating testimony of 
the investor witnesses--who had no financial stake in the outcome of 
the proceeding--rather than the self-serving declarations of petitioners. 
Under the circumstances, the requirements of Section 8 of the 


Administrative Procedure Act, 5 U.S.C. 557, were satisfied since--for 


purposes of review by the Commission and this Court--there was no question 


54/ For example, as the hearing examiner found (I.D. 112, JA 242), 
Hodgdon represented that Van-Pak "was a real flyer, a wild and 
wooly situation that held promise . .. ." 


that the hearing examiner credited the unbiased testimony of the investors 


rather than that of the petitioners. Neither the hearing examiner nor 
the Commission was required to gnsese in an "over-elaboration of detail 
or particularization of pe in order to arrive iat the conclusion, 
amply supported by the record, that petitioners had committed fraud in 


the offer and sale of securities. 


55./ Stauffer Laboratories v. FIC, 343 F. 2d 75, 81-82 (C.A. 9, 1965); 
Coyle Lines v. United States, 115 F. Supp. 272, 276 (E.D. La., 1953). 
The cases cited on page 60 of petitioners’ brief are not to the 
contrary. In the Scott Paper Co. case, the court could not conclude 
that the NLRB had exercised its "right" to credit the testimony of a 
union witness and discredit the testimony of management witnesses 
because "[nJowhere do the opinions imply less than full belief in 
management's testimony . . ." (emphasis added). | No such problem is 
involved in this case since the hearing examiner's initial decision 
(I.D. 110-118, JA 240-8 ) clearly spells out the findings derived 
from each investor witness and it is clear that, at least by impli- 
cation, the examiner discredited the salesmen's testimony. The 
Klopp case, cited on page 61 of petitioners’ brief, is distinguishable 
since the court there simply disagreed with the credibility determina- 
tions that had been made. Whatever the merits of that court's 
decision, there is no basis in the record of this case for disturbing 
the hearing examiner's decision not to credit the self-serving 
statements of petitioners, particularly since those statements did 
not rebut all of the evidence against them. 


C. Offer and Sale of Unregistered Securities 


The Commission found that Registrant, Hodgdon, Carr, Kitain 
and Davis had violated the registration provisions of the Securites 
Act of 1933 by offering and selling securities issued by USI, DPCA 
and Paragon when no registration statement as to such securities was 
filed or in effect.” 

The basic statutory scheme of the Securities Act of 1933 
("Securities Act't) contemplates that every transaction involving the 
offer or sale of securities through the use of instruments of interstate 
commerce or the mails must be accompanied by the "full and fair disclosure” 
afforded by registration of the securities with the Commission and delivery 
of a statutory prospectus containing such information about the securities 
and the company which is issuing them as to enable prospective purchasers 
to make an informed investment decision. Thus, Section 5(c) of the Act, 
15 U.S.C. 77e(c), prohibits "any person, directiy or indirectly" from 
offering securities unless a registration statement has been filed with 
the Commission, and Section 5(a) of the Act, 15 U.S.C. 77e(a), prohibits 
"any person, directly or indirectly" from selling securities unless a 
registration statement is in effect. 

Petitioners have not, in this Court or before the Commission, 
denied the fundamental fact that no registration statement was ever filed 


UE ene EE titties 


56/ Registrant and Hodgdon were found to have violated these provisions in 
the offer and sale of ‘USE ‘and Paragon. Kitain's violations Lavolved 
USI and DPCA stock; Carr's violations involved Paragon stock; and 
Davis’s violations involved DPCA stock. 


or was in effect with respect to the shares of USI, DPCA or Paragon 
stock they offered and sold to their customers. Instead, they claim 


that the transactions were exempt from registration under Section 4(2) 


of the Securities Act, 15 U.S.C. 77d(2), as "not involving any public 
57/ 

offering." However, petitioners not only concede that they had the 

58/ 

burden of establishing the availability of this exemption (Br. 59), 


but in effect admit that they failed to meet that burden. Relying 
entirely upon the fact that the number of persons to whom the unregistered 
securities were offered and sold was relatively small, petitioners 

ignore the clear and unmistakable holdings of the Supreme Court and of 


every other court which has had occasion to pass upon the availability 
| 


: i 


57/ The reference in petitioners’ brief (Br. 54) to Section 4(1) reflects 
the numbering of the Securities Act before 1964, when the Act was 
amended. Although the so-called "private offering" exemption became 
Section 4(2), its wording remained identical. 


See, e.g., Securities and Exchange Commission v. Ralston Purina Co., 
346 U.S. 119, 126 (1953). As more recently emphasized in United 
States v. Custer Channel Wing Corp., 376 F. 2d 675, 678 (C.A. 4); 
certiorari denied, 389 U.S. 850 (1967): 


"[T]he terms of the exemption must be strictly 
construed against the one claiming it, and the 
burden of establishing the exemptive character 
of the transaction rests on him. . . ." 


59/ 


of the private offering exemption. 


The court's observation in Gilligan, Will & Co. v. Securities 


and Exchange Commission, 267 F. 2d 461, 467 (C.A. 2), certiorari 


denied, 361 U.S. 896 (1959), is particularly apt: 
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59/ Petitioners strain at great length (Br. 54-59) to find some support for 
their argument that the protections of the federal securities laws may 
be dispensed with when only a few investors are involved. They refer 
to a 1946 interpretative release (since superceded by Securities 
Act Release iNo. 4552 (November 6, 1962))which was not a Commission 
rule or “regulation” but an expression of staff views. While 
quoting the staff's views at that time that "under ordinary cir- 
cumstances an offering to not more than approximately twenty-five 
persons . .'. presumably does not involve a public offering," they 
omit to quote the most critical language in the release: "(T]he 
determination of what constitutes a public offering is essentially 
a question of fact in which all surrounding circumstances are of 
moment. Inino sense is the question to be determined exclusively 
by the number of prospective offerees." 11 Fed. Reg. 10952 (1946). 
Whatever may have been the merits of the staff's views in 1946, it 
is clear that petitioners were not entitled to rely upon those 
views in 1960 and 1961 in light of the Supreme Court's intervening 
decision in the Ralston Purina case, discussed below, and the other 
federal court decisions interpreting the private offering exemption. 
Petitioners’ suggestion that Section 19(a) of the Securities Act, 

15 U.S.C. 77s(a), insulated them from findings of violations is 
equally erroneous since that provision requires conformity with a 
Commission “rule or regulation," and the interpretative release 
involved was neither of these, but merely an expression of staff 
views promulgated without notice and opportunity for public comment 
and without the explicit endorsement of the Commission. Finally, 
there can be no doubt that the transactions in which petitioners 
engaged were violative of the Securities Act under even the most 
permissive construction of the interpretative release upon which they 
purport to rely. While an offering to no more than 25 persons may be 
deemed non-public "under ordinary circumstances," the circumstances 
of the USI, DPCA and Paragon offerings were anything but "ordinary," 
involving -- as the Commission found -- not only investors who were 
inadequately informed about the issuers, but blatantly false and mis- 
leading statements and omissicas on the part of petitioners giving rise 
to violations of the antifraud provisions as well as the registration 
provisions of the Securities Act. It strains credulity to imagine 
that the Commission or any member of its staff would have thought 
that the protections and disclosures mandated by the Securities 

Act could be abandoned by a simple 25-offeree rule of thumb 

under circumstances such as these. 
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“Petitioners argue . .. that there is an 
exception . . . [from the registration | 
requirements of the Securities Act] for | 
cases in which the number of offerees or; 
purchasers is small. In reliance on such 
a standard they assert that the [record] 
discloses the existence of only four specific 
purchasers, and that therefore .. . the. 
petitioners' transactions were exempt 
because the issue was not public. We do. 
not agree," 


In Katz v. Amos Treat & Co., 411 F. 2d 1046, 1053, 1054 (C.A. 2, 1969), 


ruling inappropriate any "magic figure" for determining whether an 
exemption was proved, the court emphasized: 

"The purpose of the exemption was to exclude 

from the registration requirement transactions 

‘where there is no practical-need for its 

application or where the public benefits are 

too remote.’ H.R. Rep. No. 85, 73d Cong., 

lst Sess. 5 (1933)." 
Since "[t]he principal and essential purpose of the 1933 Act is to 
protect investors by requiring registration with the Commission of 
certain information concerning securities offered for sale," Gilligan, 
Will & Co. v. Securities and Exchange Commission, supra, 267 F. 2d at 
463, the applicability of the statutory exemptions "should turn on whether 
the particular class of persons affected needs the protection of the Act. 
An offering to those who are shown to be able to fend for themselves is 
a transaction ‘not involving any public offering.'" Securities and 
Exchange Commission v. Ralston Purina Co., 346 U.S. 119, 125 (1953). 

Without exception, the courts have recognized that the Supreme Court 

-in the Ralston Purina case "clearly rejected a quantity limit" in 
determining the availability of an exemption. Gilligan, Will & Co. v. 


Securities and Exchange Commission, supra, 267 F. 2d at 467. Indeed, 
the Supreme Court could not have been more explicit: "IT]o be public 


an offer need not be open to the whole world... . . [T]he statute would 


seem to apply to a ‘public offering' whether to few or many. . ..." 


Securities and Exchange Commission v. Ralston Purina Co., supra, 
60/ 
346 U.S. at 123, 125. 


Thus, the burden of proving the availability of the private 


offering exemption is met not by proof of a small number of offerees, 


but by proof that those offerees did not require the protections of 


the Securities Act which would be afforded by registration of the 
securities offered. As the court noted in United States.v. Custer 
Channe? Wing Corp., 376 F. 2d 675, 678 (C.A. 4, 1967), certiorari denied, 
389 U.S. 850 (1967): 


“Schedule A of the Securities Act, 15 U.S.C. 
§77aa . .. lists 32 categories of information 
that should be included in a registration state- 
ment. This type of information is designed to 
protect the investor by furnishing him with 
detailed knowledge of the company and its 
affairs to make possible an informed invest- 
ment decision. A purchaser of unregistered 
stock must be shown to have been in a position 


to acquire similar information about the issuer" 
(footnate omitted). 


The Commission explicitly found that the "USI, DPCA and Paragon 


offerings were made to various inadequately informed persons who clearly 


a 


60 Petitioners attempt to draw comfort from the Commission's position 
before the Supreme Court to the effect that an offering to a large 
number of persons could not be a non-public offering (Br. 56), while 
ignoring the decision of the Court itself. The Court noted that the 
Commission could use "some kind of numerical test in deciding when 
to investigate particular exemption claims," 346 U.S. at 125, but 
made it absolutely clear that as a matter of law the existence of 


an exemption from registration did not depend upon the number of 
offerees. 


did not occupy a relationship to the issuers giving them access to the 
same kind of information that a registration statement under the 


Securities Act would have supplied, nor did they possess such information” 


61/ 
(Op. 20, JA 329). — Far from contesting this finding or suggesting 


a shred of evidence in the record to suggest that it was unsupported, 
petitioners concede that "in no instance could it be said that investors 
received all of the information which would have been provided to them 

by a full registration . . ." (Br. 43). Not only is it evident that the 
investors did not receive the quantity and quality of information necessary 
to sustain the claimed exemption, but it is apparent they were viciously 
victimized by the wildly flamboyant and exaggerated predictions and 
representations of petitioners. An exemption from the registration 


provisions of the Securities Act was not available. 


61/ While some of the offerees may have been: "sophisticated" (which 
petitioners seem to equate with a willingness to take risks (Br. 43)), 


buying so that he can fully appreciate the risks he is taking. 


D. Other Violations 


As pointed out earlier, at pp. 43-45, the Commission found that 
various of the petitioners willfully violated applicable laws and 
Commission rules regarding the keeping of accurate records, the 
amendment of broker-dealer registration forms and the prompt 
transmittal to the issuer of the proceeds from the distribution 
of its sere Petitioners do not even attempt to suggest 
any error in the Commission's findings in their argument; in their 
Statement of the Case, they offer only cryptic explanations of this 
clear misconduct (Br. rere Although petitioners attempt to 
make light of their violations, they are but further proof of their 
indifference to the letter, as well as the spirit, of the federal 
securities laws. ‘It is noteworthy that although petitioners paid 
detailed attention to the orderly and profitable operation of their 
"financial planning" scheme, even now they attempt to excuse non- 


compliance with the recordkeeping and operational rules of the Commission 


as mere inadvertence. 


62/ Registrant, Hodgdon, Haight and Adam were found to have willfully 
made or participated in the making of false entries on the firm's 
records; Registrant and Hodgdon were found to have willfully failed 
to amend the firm's application for broker-dealer registration; 
Registrant was found to have willfully failed to transmit the 
proceeds of a public offering to the issuer. 


For example, petitioners do not deny that the sales of Van-Pak stock 
to Virginia residents were solicited by them, but that they marked 

the order tickets and confirmations as “unsolicited.” While this 

was demonstrably part of petitioners' scheme to circumvent the State 
of Virginia's prohibition on the sale of Van Pak stock in that state-- 
because of a finding by Virginia authorities that the company was 
insolvent--petitioners suggest (Br. 45) that the phrase "unsolicited" 
was meant to have a "secondary meaning"; namely, that the sales were 
solicited. This devious line of analysis is characteristic of 
petitioners’ view of their responsibilities under the federal securities 
laws, but hardly consonant with the laws themselves. 
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II. THE ADMINISTRATIVE PROCEEDINGS WERE CONDUCTED IN CONFORMITY 
WITH ALL APPLICABLE STANDARDS OF PROCEDURAL FAIRNESS AND DUE 
PROCESS. 

Petitioners contend (Br. 61-66, 70-72) that the Commission's 
administrative proceedings were infected with procedural errors in 
several respects. They argue on the one hand that the Commission 
"prejudged" the merits of the case (Br. 61-63), and on the other that 
the lengthy record upon which the Commission's order was based is 


"too stale" (Br. 70), requiring outright dismissal of the charges 


against them. They suggest that the Commission had clearly indicated 


its views as to petitioners’ conduct three years before the institution 

of the administrative proceedings (Br. 1-3), but that they were inadequately 
advised as to the nature of the charges against them (er. 64-66). They 
even complain of the Commission's determination not to sustain all of ~ ° - 
the charges asserted in the order instituting the proceeding and found 

by the hearing examiner in his initial decision, from which they appealed 

to the Commission (Br. 65-66). | 


These contentions are not only mutually inconsistent, but each 


64 / 
considered separately is utterly spurious.— 


A. There Was No Prejudgment of the Charges Against Petitioners. 
Petitioners argue (Br. 61-63) that the Commission prejudged those 


64 Petitioners do not press in this Court their objections before the 
Commission respecting the Commission's determination to institute 
public, rather than private, proceedings. As the Commission noted 
(Op. 24, JA 333), Section 22 of the Exchange Act, I5 U.S.C. 78v, 
explicitly permits public proceedings and the decision whether to 
institute such proceedings rests in the Commission's discretion. 


aspects of the proceeding dealing with the "financial planning" scheme 
because some of the elements of that scheme were discussed in a report 
prepared by the Commission's staff pursuant to the direction of the 
Congress. As the Commission pointed out in its opinion (Op. 22-24, 
JA 331-3), the Special Study of Securities ecko represented primarily 
the work of a separate staff established within the Commission for the 
purpose of reporting to Congress, pursuant to Section 19(d) of the 
Exchange Act, 15 U.S.C. 78s(d), on the adequacy of investor protection 
in the securities markets. -The Commission made no findings of fact 
or law nor did it have before it any administrative record upon which 
to make any such findings. 

After the Special Study Report was submitted to the Congress, 
the Commission issued an order of investigation for the purpose of 
enabling its regular enforcement staff to make an independent investigation 
of Registrant. This investigation, begun in late 1964, culminated in 
an order for proceedings issued on March 2, 1966. The order for proceedings 
was explicitly based upon allegations of the Commission's staff and 
asserted many securities violations not even hinted at in the Special 
Study Report. It was only after protracted hearings, during which 
petitioners -- as they have noted (Br. 5-6) -- "devoted weeks" to the 


presentation of "extensive proof," "witness after witness," and "a vast 


65/ H. Doc. No. 95, Pt. 1, 88th Cong., lst Sess. 109-110, 261-262 (1963). 


Sous2 


amount of testimony,” that an administrative record existed from which 
the hearing examiner could draw findings and conatuetiers for his initial 
decision, filed May 15, 1969. Dissatisfied with the ceamtnerte decision, 
petitioners requested review by the Commission, See findings and 
opinion were "based upon an independent review of the record" (Op. 3, 

JA 312). , 


There was neither prejudgment in fact nor even the slightest 


appearance of prejudgment because no commissioner participating in the 
decision had been affiliated in any way with the Commission at the time 
of the 1963 Special Paes Even if particular commissioners were 
familiar with the Special Study Report -- which is, of course, a public 
document -- it is obvious that they could not simply abandon their 
official responsibilities because of such knowledge, thereby insulating 


petitioners from any findings of violations and the imposition of sanctions. 


EEE init eSn na 


66/ Petitioners’ reliance on the cases cited on page 62 of their brief is 
misplaced. The court in Continental Box Co. v. NLRB, 113 F. 2d 93, 96 
((C.A. 5, 1940), refused to sustain a broad claim of agency prejudgment, 
noting that any such claim must be supported by evidence of “suppressive 
and exclusionary rulings and actions, designed to’ prevent and preventing 
a fair hearing." The suggestion that the record in this case discloses 
any such disregard for procedural due process is so tatally without 
basis that it can only be characterized as a sweeping smear tactic 
intended to impugn the integrity of the Commission and its staff. The 
other cases cited by petitioners deal with specific challenges to the 
participation of one agency member who was asserted to have formed an 
opinion or otherwise to have apparently prejudged the merits of the case 
outside his quasi-judicial role. These cases are thus based upon pro- 
visions of the Administrative Procedure Act requiring separation of 
functions (5 U.S.C. 554(¢)) and the conduct of proceedings "in an impartial 
manner" (5 U.S.C. 556). Petitioners did not file any affidavit of personal 
bias or other disqualification against any member of the Commission, as 
required by the impartiality provisions of the Act, 5 U.S.C. 556, nor 
have they asserted or shown that any member of the Commission participated 
in the administrative proceeding in a prosecutorial capacity prior to 


(continued) 


If petitioners’ argument were carried to its logical conclusion, a routine 


Commission order of investigation would preclude the Commission from 


subsequently bringing an administrative proceeding because the Commission 


might have become familiar with certain aspects of the case during the 
investigation. 

It would have been unthinkable for the Commission simply to have 
ignored the findings of the Congressionally-authorized Special Study 
staff. The only appropriate question before this Court is whether the 


record in this case contains substantial evidence to support the Commission's 


67/ 
findings of violations. 


Se 
66/ (continued) 


becoming a commissioner -- the disqualifying factor in Amos Treat & Co. 


v. Securities and Exchange Commission, 113 U.S. App. D.C. 100, 306 F. 2d 
260 (1962). 


The fact is that only one of the four commissioners participating in 

the Commission's decision was even a member of the Commission at the 

time the administrative proceedings were instituted. There can be 

no claim of prejudgment or lack of impartiality on the part of any 
individual commissioner, and this Court should not countenance petitioners' 
attempt to discredit the agency itself for having fulfilled its statutory 
responsibilities by instituting revocation proceedings against them 

after an earlier statutory investigation disclosed possible securities 

law violations. 


Even if there had been prejudgment in fact, which we do not concede, 

the "rule of necessity" would have nonetheless required the Commission 
to go forward with its administrative proceedings, since the Commission 
fis the only agency authorized by law to revoke the registration of 
registered broker-dealers and to bar persons from affiliation with 

such broker-dealers. See, e.¢., FIC v. Cement Institute, 333 U.S. 

683, 701-703 (1948); Pangburn v. CAB, 311 F. 2d 349, 358 (C.A. 1, 1962); 
San Francisco Mining Exchange v. Securities and Exchange Commission, 

378 F, 2d 162, 168 (C.A. 9, 1967). Petitioners’ suggestion (Br. 62-63) 
that their violations could have been referred to the National Association 
of Securities Dealers or a federal District Court for "independent" 
determination ignores the fact that only the Commission can bar them 


(continued) 


B. Petitioners Received Adequate Notice of the Charges Against Them. 


Petitioners' argument (Br. 64-66) that the Commission's order 
instituting proceedings was overly broad does not nenetaa any basis for 
the conclusion that they suffered the irreparable prejudice necessary 
to sustain a claim of denial of due process. The order itself clearly 
complied with the notice requirements of the Administrative Procedure 
pose! and petitioners’ complaint appears to emanate primarily from the 
fact that they were alleged to have committed a large number of securities 
law violations -- a fact for which the Commission can hardly be blamed. 

As the court noted in Curtiss-Wright Corp. = NLRB, 347 F. 2d 


61, 72 (C.A. 3, 1965): 


"The propriety of [an administrative] pleading is 
today judged by its effectiveness as a mechanism 
for giving an adverse party notice of the claim 
upon which relief is sought . . . the absence 

of specifics being tolerated where there has 
been no special showing of detriment” (footnote 
omitted). 69/ 


67/ (continued) 


from the securities business. In any case, decisions by the NASD are 
appealable to the Commission and a Commission decision based on the 
entry of an injunctive order is nonetheless the product of an 
administrative proceeding based upon an administrative record. Thus, 
petitioners’ suggested alternatives merely demonstrate the basic 
invalidity of their argument. 


Section 5(a) of the Administrative Procedure Act, 5 U.S.C. 554(a), 
requires only that: "Persons entitled to notice of an agency hearing 
shall be timely informed of (1) the time, place, and nature thereof; 
(2) the legal authority and jurisdiction under which the hearing is 
to be held; and (3) the matters of fact and law asserted." 


See also Mansfield Journal Co. v. FCC, 86 U.S. App. D.C. 102, 180 
F. 2d 28 (1950); Akers Motor Lines v. United —— 286 F. Supp. 213, 
225 (W.D. N.C., 1968). 


Petitioners demonstrate no prejudice, but instead rely upon the argument 


that prejudice was "inherent" because the Commission did not find all of 


the violations alleged in the order for proceeding and found by the 
70/ 


hearing examiner (Br. 65-66). Although it is not disputed that the 
Commission's staff introduced an enormous amount of evidence on such 


alleged violations (Br. 7-8), petitioners now fault the Commission 


79 Petitioners misread the cases they cite on pages 65-66 of their brief. 
Morgan v. United States, 304 U.S. 1, 18 (1938), merely holds that 
"the right to a hearing embraces . . . a reasonable opportunity to 
know the claims of the opposing party and to meet them." No due 
process objections can arise as long as the requisite notice is 
given in the order instituting the proceeding or "at some point _ 
prior to the close of the hearing." NLRB v. Zennsco Corp., 339 
F. 2d 396, 400 (C.A. 6, 1964). Douds v. International Longshoremen's 
Ass'n., 241 F. 2d 278 (C.A. 2, 1957), discusses the technical 
distinction between a "charge" and a "complaint" in proceedings 
under the National Labor Relations Act, hardly relevant to the 
question of what constitutes adequate notice in administrative 
proceedings governed solely by the Administrative Procedure Act's 
minimal notice provisions. Similarly, Burkett v. United States, 

402 F. 2d 1002 (Ct. Cl., 1968), involves an interpretation of the 
specific notice requirements of the Veterans’ Preference Act, which 
mandates a far more detailed specification of charges and evidence . 
than has ever been held to be required under the Administrative 
Procedure Act. Rodale Press v. FIC, 132 U.S. App. D.C. 317, 322, 407 F. 2d 
1252, 1257 (1968), holds that an administrative agency cannot change 
its legal theory without giving the respondent notice of such change 
and "the opportunity to present argument under the new theory of 
violation. . . ." Petitioners' contention (Br. 65-66) that the 
Commission changed its theory is without support in the record; 

what happened was that the Commission declined to make findings of 
certain violations -- principally those dealing with representations 
as to rate of return on real estate securities -- even though those 
violations were clearly spelled out in the order for proceedings 
(paragraph I1I.B.14.e) and in the prosecutory staff's More Definite 
Statement and were found to have been committed by the hearing 
examiner (Op. 28, JA 337). I: effect, petitioners ask this Court 

to chastize the Commission for having found in their favor on some 

of the issues involved in the proceeding. The most cursory examination 
of petitioners’ requests for findings of facts and briefs before the 
hearing examiner and the Commission leaves no doubt that petitioners 
were amply aware of the charges against them, and at no point in 

the hearings did they protest their ignorance of these charges and 
request further clarification. 


because it decided in their favor with respect to certain of these 


allegations. Petitioners would have doubtless raised a cry of 


"prejudgment" had the Commission found against them on those issues. 


The courts have uniformly held that respondents in administrative 


proceedings have no right to pre-hearing discovery, including discovery 


7y 
of the names of witnesses. Petitioners concede (Br. 5) that the 


hearing examiner granted them substantial information in addition to 

| 
that contained in the order for proceedings. And they do not complain 
that they were denied any necessary adjournments in the course of the 


hearings to prepare themselves to meet any "surprise" evidence that 
77 | 
may have been introduced. In fact, petitioners do not even complain 


that they were on any occasion surprised by the evidence presented 


against them. Their claim of inadequate notice is clearly frivolous. 


C. The Commission Did Not Abuse its piscretion in 


Denying Petitioners’ Motion to Reopen the Record. 


Petitioners repeatedly and caustically criticize the protracted 


73 / 
nature of the administrative proceedings (e.g. Br. 70)~ (to which, 


71L/ Dlugash v. Securities and Exchange Commission, 373 F. 2d 107, 110 
(C.A. 2, 1967); NLRB v. Interboro Contractors, 432 F. 2d 854, 858- 


859 (C.A. 2, 1970). 


72/ See Montana Power Co. v. FPC, 87 U.S. App. D.C. 316, 185 F. 2d 491 (1950), 
certiorari denied, 340 U.S. 3. 947 (1951). 


Petitioners do not even attempt to show that ee suffered any prejudice 
as a result of the lengthy proceedings; to the contrary, they were able 
to remain in business during the pendency of the proceedings. To the 
extent that petitioners had any remedy under the Administrative Procedure 
Act to “compel agency action unlawfully withheld or unreasonably delayed” 
(5 U.S.C. 706( ea), they waived that remedy, first by failing to seek an 
order from the hearing examiner or the Commission setting earlier hearing 
dates, and second by failing to seek a mandatory order from the 
“reviewing court" to compel the setting of such dates. The record 

in this case is replete with requests by petitioners for adjourn- 

ments; it is silent as to requests for an accelerated hearing or 
briefing schedule. 


however, they admit having added "many weeks" through the presentation 
ef “extensive proof," "witness after witness," and "a vast amount of 
testimony" (Br. 5-6)). Nonetheless, petitioners sought to protract 
these proceedings even further by moving to reopen the record and adduce 
additional evidence on the question of sanctions. This motion was not 
made until after the hearing examiner had handed down his initial decision 
finding violations and imposing sanctions upon petitioners. 

Petitioners’ purpose in seeking to reopen the record was twofold: 
First, they sought to show that the four month suspension of Registrant 
which the hearing examiner deemed appropriate would have amounted to 
forcing Registrant out of business. Although we regard this contention 
as lacking in merit, the Commission's final order, which superceded the 


hearing examiner's initial decision, revoked Registrant's broker-dealer 


registration; accordingly, this point has become moot. Second, petitioners 


sought to show that Registrant under the "leadership of Haight" had 
improved its operational methods so as to reduce the possibility of future 
securities law violations. Yet as the Commission noted in its minute 
order of June 25, 1969, denying petitioners’ motion (JA 305-7): 


"| Petitioners] had an ample opportunity at the 
hearings to adduce evidence showing how Haight had 
‘formulated supervisory policy' at registrant in 
view of the fact that he had served as its chief 
executive officer for three years by the time the 
hearings were concluded. In fact, [petitioners'] 
proposed findings of fact submitted to the hearing 
examiner . . . detail evidence in the record showing 
assertedly ‘significant’ changes made in the nature 
of registrant's business and procedures. .. ." 


Thus, petitioners failed to make the requisite, showing under 
Rule 21(d) of the Commission's Rules of Practice, 17 CFR 201.21(d), 
that the additional evidence sought to be adduced was "material and 
that there were reasonable grounds for failure to adduce such evidence 
at the hearing. . . ." In reaffirming its denial of petitioners’ 
motion in its opinion (Op. 27, JA 336), the Commission again pointed 
out that introduction of the proposed evidence would have unjustifiably 
prolonged the proceedings, "particularly since the evidence sought to 
be introduced appeared essentially cumulative." 7 

If respondents in administrative proceedings were free perpetually 
to "refresh" the record upon the entry of an adverse order, there would 
be no end to such proceedings and securities violators could remain in 
business simply by adducing continuing proof of their leckoting compliance 
with the law. This would be an odd, not to say eupenatves way of 
administering a statute which calls for sanctions when violations have 


been found -- not for perpetual litigation. 


As the Supreme Court noted in ICC v. Jersey City, 322 U.S. 503, 


514-515 (1944): 


“Administrative consideration of evidence . . . 
always creates a gap between the time the record 

is closed and the time the administrative decision 
is promulgated. This is especially true if the 
issues are difficult, the evidence intricate, and 
the consideration of the case deliberate and careful. 
If upon the coming down of the order litigants might 
demand rehearings . . . because some new circumstance 
has arisen, some new trend has been observed, or 
some new fact discovered, there would be little 
hope that the administrative process could ever be 
consummated in an order that would not be eobsect 

to reopening. .. ." 


Thus, "it has been held consistently that rehearings before administrative 
bodies are addressed to their own discretion. . .. Only a showing of 
the clearest abuse of discretion could sustain an exception to that rule." 
United States v. Pierce Auto Freight Lines, 327 U.S. 515, 535 (1946). 


These principles were recently reiterated by the Court in United States 


74/ 
v. ICC, 396 U.S. 491, 520-522 (1970). 


The assertedly miraculous transformation of Registrant and its 


associates from consistent securities violators to supposedly consistent — 
7 
law abiders took place long before the hearing examiner's decision -- 


and petitioners could have moved to reopen the record at any time between 
the end of the hearings and the decision. Thus, the Commission clearly 
acted within its discretion by denying petitioners a last ditch effort 

to further protract the proceedings with evidence that could have been, 
and to a great extent already had been, presented in the course of the 


lengthy hearings that preceded the initial decision. 


74/ The Court has also emphasized that those seeking to reopen the record 
in an administrative proceeding must show a "valid reason for failure" 
to adduce the proferred evidence at an earlier time. ICC v. Parker, 
326 U.S. 60, 73-74 (1945); see also Merritt, Vickers, Inc. v. Securities 
and Exchange Commission, 353 F. 2d 293, 297 (C.A. 2, 1965). 

Although petitioners would have this Court believe that their conduct 
has been beyond reproach since the institution of the Commission's 
administrative proceeding, on December 17, 1970 a District Business 
Conduct Committee of the National Association of Securities Dealers 
found, pursuant to an offer of settlement, that during 1969 Registrant 
had violated the NASD's markup policy (charging customers too much 

in principal transactions); during 1969 Registrant executed sales for 
ite own account or purchases for the account of customers when tt had 
fails to deliver and fails to receive of 120 days or older, in violation 
of the NASD's Emergency Rules; and during 1968 and 1969 Registrant 
failed to submit monthly reports of fails to deliver and fails to 
receive of 120 days or older (thereby concealing its violations of the 


back office rules). Registrant was censured and fined $2,000. Haight & 
Co., Complaint W-211, District 10, NASD. 


III. THE COMMISSION PROPERLY EXERCISED ITS POWER 
AND DISCRETION TO BAR PETITIONERS FROM THE | 
SECURITIES BUSINESS 


Confronted with a multiplicity of securities violations 


evidencing a wanton disregard for virtually every facet of the 
: 

laws and regulations adopted by Congress and the Commission for 
76/ 

the protection of public investors, the Commission concluded 


that Registrant's registration as a broker-dealer should be revoked, 


that it should be expelled from the two self-regulatory organizations 


of which it was a member, and that each of the individual petitioners 
: 77/ 
should be barred from association with any broker or dealer. 


Petitioners challenge the imposition of these sanctions, contending 
that the Commission did not make adequate findings (er. 67-69), that 
they were "punished" for having engaged in litigation (Br. 66-67), 
and that the sanctions were based upon a "stale" record (Br. 70-72). 
These contentions are effectively rebutted by the Commission's own 


findings and opinion (Op. 26-28, JA 335-7). 


ED 


76 / Petitioners were found to have violated the antifraud provisions, 
the securities registration provisions, the broker-dealer registra- 
tion provisions and the books and records provisions of the federal 
securities laws and applicable Commission rules promulgated there- 
under. These provisions are the heart of the Securities Act and 
the Exchange Act and constitute the minimal standards of business 
conduct to which every broker-dealer and its associates bind 
themselves upon becoming registered as such under Section 15 
of the Exchange Act, 15 U.S.C. 780: 


| 
Sections 15(b)(5), 15(b)(7), 15A(1)(2) and 19(a)(3) of the Exchange 
Act, 15 U.S.C. 780(b)(5), 780(b)(7), 78e-3(1)(2) and 78s(a) (3), 
grant the Commission power to impose such sanctions upon a finding 
that it is "in the public interest" to do so, There are only two 
alternative types of sanctions: a censure or a suspension for 
a@ period not exceeding 12 months. 


-80- 

Each of the factors urged by petitioners as grounds for a 
minimal sanction or no sanction at all was considered by the 
Commission and weighed on the scales of its discretion: the 
lapse of time since the violations; the damage that may have 
been suffered as a result of publicity; the measures adopted 
by Registrant to prevent further Seco eae departure 


from the securities business; Hodgdon's direction of the other 


petitioners’; the inexperience of Davis, Kibler, Carr, Adam, 


Harper and Kitain; and the fact that petitioners had not been 


previously involved in disciplinary proceedings. Against these 
considerations, the Commission was also required to and did weigh 
the nature, extent and seriousness of the violations found. The 
Commission concluded "that the various mitigative factors cited 
are insufficient to overcome the serious fraud and other violations 


of the respondents" (Op. 28, JA 337). 


78/ As previously noted, petitioners sought to introduce additional 
evidence of a cumulative nature on this point after the hearings 
had been concluded and the initial decision of the hearing 
examiner had been rendered. Although the Commission denied 
petitioners’ motion for leave to adduce additional evidence, 
it did consider the evidence already in the record as to the 
asserted corrective actions undertaken by petitioners. Thus, 
there is no basis for petitioners’ assertion (Br. 72) that the 
Commission did not take into consideration post-violation conduct, 
in accord with Beck v. Securities and Exchange Commission, 413 
F. 2d 832 (C.A. 6, 1969), 430 F. 2d 673 (C.A. 6, 1970). 


=$le 


— 


As this Court recently observed in O'Leary v. Securities 
and Exchange Commission, 137 U.S. App. D.C. 420, 423-24 F. 2d 908, 911-12 
(1970): | 


| 
“Congress has bestowed broad and far-reaching authority 
on the Commission in the enactment of sections 15(b)(5) 
and (7) of the Securities Exchange Act. The authorization 
empowers the Commission to bar any person from association 
with a broker or dealer if ... it finds that such barring 
"is in the public interest’ and that the charged conduct 
constitutes willful violation of the Act. ‘The Commission 
is given the duty to protect the public. What will protect 
the public must involve, of necessity, an exercise of dis- 
cretionary determination. This court ordinarily should not 
substitute its judgment of what would be appropriate under 
the circumstances in place of the Commission's judgment as 
to measures necessary to protect the public interest.' 


oifoinotous / | 


In the exercise of its discretion, the Commission determined that the 
willful violations of the federal securities laws it had found were so 
serious--involving a "nefarious scheme to defraud financial planning 
clients" as well as "fraudulent representations to custohers in the 
offer and sale of various securities," the offer and sale of un- 


registered securities and other violations (Op. 28, JA 337)--that the 


public interest required petitioners' exclusion from the securities 


business. 
Petitioners appear exceptionally troubled by ithe fact that 
the Commission's conclusion in this respect differed in some respects 


from that of its hearing examiner, who was of course its subordinate 


79/ See also American Power & Light Co. v. Securities and Exchange 
Commission, 329 U.S. 90, 112-113 (1946); Tager v. Securities and 


Exchange Commission, 344 F, 2d 5, 9 (C.A. 2, 1965). 


80 / 
employee. While the hearing examiner's analysis of the 


relevant factors may have led him to conclude that it was not 
necessary to bar all of the petitioners, the Commission's own 
analysis compelled it to conclude that the public interest could 
be adequately served only by excluding Registrant and each of 
the petitioners from the securities business. There was ample 


support for this conclusion and for the Commission's exercise 
81/ 
of discretion. To parallel this Court's remarks in the 


O'Leary case, supra, 137U.S. App. D.C. at 424, 424 F. 2d at 912: 


"Although petitioners do not challenge the Commission's 
legal authority to increase the sanctions imposed by 
the hearing examiner, our views on the point do not 
differ greatly from those expressed in several recent 
decisions upholding the Commission in increasing the 
sanctions imposed by the hearing examiner. This 
action has been specifically upheld in Nees v. SEC, 
414 F. 2d 211 (9th Cir. 1969); Hanly v. SEC, 415 

F, 2d 589 (2d Cir. 1969); Fink v. SEC, 417 F. 2d 
1058 (2d Cir. 1969); Gross v. SEC, 418 F. 2d 1058 

{2d Cir. 1969)." 


Petitioners’ arguments that they were "punished" for litigating 


the proceeding and that the record was so "stale" that they should 


80/ The hearing examiner concluded that Registrant should be suspended for 
four months from the Philadelphia-Baltimore-Washington Stock Exchange 
and the National Association of Securities Dealers; that Hodgdon, 
Haight, Adam and Harper should be barred; and that lesser sanctions 
be imposed on Carr, Kitain, Davis and Kibler. 


Petitioners appear to believe that the Commission could not increase 
the sanctions imposed by the hearing examiner because it did not sus- 
tain all of his findings of violations (Br. 68-69). This is 
analogous to arguing that a man who is charged with having murdered 
ten people must be allowed to go free or be given a light sentence 
when he is’ found to have murdered but nine. Petitioners’ violations 
clearly fall into the category of "overkill;" in the aggregate they 
compelled nothing less than the sanction imposed by the Commission. 


-83- 


“ 


simply have been given no sanctions are equally without merit. 


In response to a contention by petitioners (which they do not 
make in this Court) that the sanctions imposed on them should 
be similar to certain cited cases which they claimed involved 
similar violations, the Commiseion, while rejecting this con- 
tention, noted that some of the cases referred to involved 


settlements. Since in such cases the respondents do not admit 

violations and the Commission does not make findings based upon 
82/ 

an administrative record, the Commission noted that it may give 


consideration to the time and effort saved by the Beency in its 
determination of what sanction is appropriate. However, in 
evaluating the factors relevant to a determination of the 
appropriate level of sanctions in this case, the Commission gave 
no consideration to the vigor with which petitioners defended 
themselves or the amount of time consumed by the mrocecaingse 


There is not a scintilla of proof in the record of this case to 
83/ 


suggest that petitioners were penalized or punished for litigating, 


82_/ The findings in such cases are those to which the respondents have 
consented for the purpose of settlement without admitting any 
violations. 


83/ As in the O'Leary case, supra, 137 U.S. App. D.C. at 422, 424 F. 2d at 
910, petitioners apparently seek "to illustrate the principle that 
while in most cases the Commission's remedial action is very human 
and sometimes superhuman, it was, in the present case, inhuman." 

It would be ironic indeed if the Commission's asserted leniency 
in settlement cases were to become grounds for voiding its 
careful and deliberative determinations in litigated proceedings. 


Apart from the fact that the cases cited by petitioners on page 67 
of their brief involve criminal proceedings, to which significantly 
different principles apply, in each of those cases there was a 
basis in the record for a finding that the defendant had been 

the subject of "vindictive" sentencing. 


84~ | 

nor is there any basis for asserting that the sanctions imposed 
were not fully appropriate in light of the findings of repeated 
and sustained securities violations of the most flagrant nature. 

Although the misconduct on which the sanctions were 
based occurred between 1960 and 1964, the administrative investi- 
gation of Registrant's affairs--including its method of operation, 
transactions with customers, transactions in particular securities, 
and books and records--required considerable efforts on the part 
of the Commission's heavily burdened enforcement staff. The 
proceedings did not begin until 1966 and, after preliminary 
procedural motions had been disposed of, the hearings were 
promptly commenced. The time between the commencement of hearings 
and the initial decision of the hearing examiner was less than 
three years, including the time required by the examiner to examine 
a record of over 13,000 pages and 1,100 exhibits and to make findings 
of fact and conclusions of law. Additional time was required 
for the Commission itself to make an independent review of the™ 
record and to make appropriate findings. Considering the fact 
that there were five sets of counsel involved, including staff 
counsel, and considering the complexity of the issues of fact and 
law and the amount of evidence adduced, it would be difficult to 
conclude that the proceedings could have been conducted with 


8Y 
significantly greater expedition. Petitioners remained in 


business throughout the proceedings. 


Although the Commission is acutely concerned that possible 


securities violations be detected as soon as possible after they 
ee 
84/ As often occurs in such proceedings, counsel made numerous requests 


for adjournment both for the purpose of preparing their cases and 
in order to meet pressing commitments in other cases. 
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have occurred and that proceedings brought for the purpose of 
determining whether violations have occurred be concluded promptly, 
it is inevitable that there will from time to time be proceedings 
that are by their nature protracted. The problem in petitioners’ 
case was not, as they assert, that the record was "stale," but 
that the protracted nature of the proceedings delayed the time 


when the Commission could evaluate their wrongdoing and impose 


appropriate sanctions, As the Commission pointed out (Op. 27, 


JA 336): 

"The imposition of sanctions here is no less remedial 

because of the lapse of time since the misconduct 

occurred. [Petitioners‘] argument would in effect 

require the dismissal of broker-dealer proceedings 

in any case where an extensive investigation was 

made, a large number of respondents were involved 

and the many issues raised were vigorously litigated." 

The Commission did consider the "measures adopted by 
registrant to prevent a recurrence of the alleged violations"; 
it weighed the other mitigative factors put forward by petitioners; 
it knew full well the potential impact of its determination. But 
it also was confronted with a series of willful securities viola- 
tions that could not be attributed to mere oversight or inadvertence; 
the record seethed with overwhelming evidence of callous indifference 
to the rights and interests of public investors, to the duties and 
obligations of members of the securities industry who hold themselves 


out as professional financial counsellors, to the dictates of the 


Congress and the Commission. The only remedy considered appropriate 
by the Commission under circumstances such as these, the only way 


in which the protection of public investors could be ensured and 


the public interest vindicated was the revocation of Registrant's 


broker-dealer registration, its expulsion from the self-regulatory 
organizations and the barring of individual petitioners from 
association with any broker or dealer. These sanctions, which 
will clearly prevent petitioners from committing future viola- 
tions as members of the securities industry, were not only well 


within the Commission's discretion, but eminently just. 


we 


CONCLUSION 
For the foregoing reasons the orders of the Commission should 


be affirmed. 
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STATUTORY APPENDIX 
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Administrative Procedure Act | 


Section S(a), ©, 3 US. U. S.C. 
554(a), Won 


ADJUDICATION 


Sec. 5. In every case of adjudication 
required by statute to be determined on 
the record after opportunity for an agen- 
cy hearing, except to the extent that 
there is involved (1) any matter subject 
to a subsequent trial of the law and the 
facts de novo’in any court; (2) the se- 
lection or tenure of an officer or em- 
ployee of the United States other than 
examiners appointed pursuant to section 
11; (3) proceedings in which decisions 
rest solely on inspections, tests, or elec- 
tions; (4) the conduct of military, naval, 
or foreign affairs functions; (5) cases 
in which an agency is acting as an agent 
for a court; and (6) the certification of 
employee representatives — 


(a) Notice —Persons entitled to n0- 


tice of an agency hearing shall be timely 
informed of (1) the time, place, and 


nature thereof; (2) the legal authority. 
and jurisdiction under which the hearing: 
is to be held; and (3) the matters of. 
fact and law asserted. In instances in. 
which private persons are the moving: 


parties, other parties to the proceeding 
shall give prompt notice of issues con- 


troverted in fact or law;° and in other: 
instances agencies may by rule require’ 
responsive pleading. In fixing the times’ 
and places for hearings, due regard shall’ 
be had for the convenience and necessity: 


of the parties or their representatives. 


(c) ‘Separation of Functions—The 
same officers who preside at the recep- 
tion of evidence pursuant to section 7 
shall make the recommended decision or 
initial decision required by section 8 ex-. 
cept where such officers become unavail- 
able to the agency. Save to the extent 
required for the disposition of ex parte. 
matters as authorized by law, no such of- 
ficer shall consult any person or party on, 
any fact in issue unless upon notice and 
opportunity for all parties to participate; 
nor shall such officer be responsible to or 
subject'to the supervision or ditection of 
any officer, employee, or agent engaged 
in the performance of investigative or 
prosecuting functions for any agency. 
No officer, employee, or agent engaged 
in the performance of investigative or 
prosecuting functions for any agency in 
any case shall, in that or 2 factually re- 
lated case, participate or advise in the 
decision, recommended decision, or agen- 
cy review pursuant to section 8 except as 
Witness; or counsel in public proceedings. 
This subsection shall not apply in deter- 
mining’ applications for initial licenses or’ 
to proceedings involving the validity or 
application of rates, facilities, or prac- 
tices of public utilities or carriers; nor 
shall it be-applicable in any manner to 
the agency or any member or members - 
of the body comprising the agency. 
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Administrative Procedure Act (continued) 


Section 7(a), 5 U.S.C. 556(a): 


HEARINGS © 


Sec. 7. In hearings which section 4 
or 5 requires to be conducted pursuant 
‘to this section— xe 
- (a) Presiding Officers—There shall 
-pteside at the taking of evidence (1) the 
‘agency, (2) one or more members of the 
body which comprises the agency, or (3) 
one or more examiners appointed as pro- 
svided in this Act; but nothing in this 
Act shall be deemed to supersede the 
conduct of specified classes of proceed- 
ings in whole or part by or before boards. 
or other officers specially provided for by 
or designated pursuant to statute. The 
functions of all presiding officers and of 
officers participating in decisions in con- 
formity with section 8 shall be conduct- 
ed in an impartial manner. Any such 
officer may at any time withdraw if he 
.deems himself disqualified; and, upon 
‘the filing in good faith of a timely and 
sufficient affidavit of personal bias or dis- 
qualification of any such officer, the agen- 
‘ty shall determine the matter as a part 
of the record and decision in the case. 
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Administrative Procedure Act (cont inued). 


Section 8(b), 5 U.S.C. 
557(b): 


DECISIONS 


Sec. 8. In cases in which a hearing 
is required to be conducted in conformity 
with section 7— 

kk * 


(b) Submittals and Decisions—Prior 
to each recommended, initial, or tenta- 
tive decision, or decision upon agency 
review of the decision of subordinate of- 
ficers the parties shall be afforded a rea 
sonable opportunity to submit for the 
consideration of the officers participating 
in such decisions (1) proposed findings 
and conclusions, or (2) exceptions to the 
decisions or recommended decisions of 
subordinate officers or to tentative agen- 
«y decisions, and (3) supporting reasons 
for such exceptions or proposed findings 
or conclusions. The record shall show 
the ruling upon each such finding, con- 
clusion, or exception presented. All de- 
cisions (including initial, recommended, 
‘or tentative decisions) shall become a 
part of the record and include a state 
ment of (1) findings and conclusions, as 
well as the reasons or basis therefor, up- 


on all the material issues of fact, law, or 
_ discretion presented on the record; and 


{2) the appropriate rule, order, sanction, 
telief, or denial thereof. 


Section 10(e), 5 U.S.C. 
706 (e) : 


JUDICIAL REVIEW 
Sec, 10. Except so far as (1) statutes 
preclude judicial review or (2) agency 
action is by law committed to agency 


discretion— 
zak 


(e) Scope of Review—So far as nec- 
essary tol decision and where presented 
the reviewing court shall decide all rele- 
vant questions of law, interpret constitu- 
tional and statutory provisions, and de- 
termine the meaning or applicability of 
the terms of any agency action. It shall 
(A) compel agency action unlawfully 
withheld! or unreasonably delayed; and 
(B) hold unlawful and set aside agency 
action, findings, and conclusions found to 
be (1) arbitrary, capricious, an abuse of 
discretion, or otherwise not in accordance 
with law; (2) contrary to constitutional 
tight, power, privilege, or immunity; 
(3) in excess of statutory jurisdiction, 
authority, or limitations, or short of statu- 
tory right; (4) without observance of 
procedure required by law; (5) unsup- 
ported by substantial evidence in any 
case subject to the requirements of sec- 
tions 7 and 8 or otherwise reviewed on 
the record of an agency hearing provided 
by statute; or (6) unwarranted by the 
facts to the extent that the facts are 
subject to trial de novo by the reviewing 
court. In making the foregoing determi- 
nations the court shall review the whole 
record or such portions thereof as may be 


- Cited by any party, and due account shall 


he taken of the rule of prejudicial error. 


Securities Act of 1933 


Section 5(a), (c), 15 U.S.C. 
77e(a), 


{c): 


Prohibitions Relating to ‘Interstate Commerce 
and the Mails 


Sec. 5. (2) Unless a registration statement is in 
effect as to a security, it shall be unlawful for any 
person, directly or indirectly— 

(1) to make use of any means or instru- 
ments of transportation or communication in 
interstate commerce or of the mails to sell such 
security through the use or medium of any 
prospectus or otherwise;* or 

(2) to carry or cause to be carried through 
the mails or in interstate commerce, by any 
means or instruments of transportation, any 
such security for the purpose of sale or for 
delivery after sale. 


* * * 


(c) It shall be onlawful for any person, directly 
or indirectly, to make use of any means or instru- 
ments of transportation or communication in inter- 
state commerce or of the mails to offer to sell or 
offer to buy through the use or medium of any 
prospectus or otherwise any security, unless a reg- 
istration statement has been filed as to such secu- 
rity, or while the registration statement is the 
subject of 2 refusal order or stop order or (prior 
to the effective date of the registration statement) 
any public proceeding or examination under sec- 
tion 82 


Section 4, 15 U.S. c. 
77d: 


Exempted Transactions 


Sxc. 4. The provisions of section 5 shall not 
apply to— 

(1) transactions by any person other than an 
issuer, underwriter, or dealer. 

(2) transactions by an issuer not involving 
any public offering. 


Section 17(a), 15 U.S.C. 77q(a): 


Fraudulent Interstate Transactions 


Src. 17. (a) It shall be unlawful for any per- 
son in the offer or* sale of any securities by 
the use of any means or instruments of transporta- 
tion or communication in interstate commerce or 
by the use of the mails, directly or indirectly— 

(1) to employ any device, scheme, or arti- 
fice to defraud, or 

(2) to obtain money or property by means 
of any untrue statement of a material fact or 
any omission to state a material fact neces- 
sary in order to make the statements made, in 
the light of the circumstances under which 
they were made, not misleading, or 

(3) to engage in any transaction, practice, 
or course of business which operates or would 
operate as a fraud or deceit upon the pur- 
chaser. 


Section 19(a), 15 U.S.C. 77s(a): 


Special Powers of Commission 


Sxc.19. (a) The Commission shall have author- 
ity from time to time to make, amend, and rescind 
such rules and regulations as may be necessary to 
carry out the provisions of this title, including 
rules and regulations governing registration state- 
ments and prospectuses for various classes of secu- 
rities and issuers, and defining accounting, techni- 
cal, and trade terms used in this title. Among 
other things, the Commission shall have authority, 
for the purposes of this title, to prescribe the form 
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Securities Act of 1933 (continued) 


Section 19(a), 15 U.S.C. 77s(a): 


or forms in which required information shall’ be 
set forth, the items or details to be shown in the 
balance sheet! and earning: ustatement, and. the: 
methods to be followed in the preparation of ac- 
counts, in the appraisal or valuation of assets and 
liabilities, inthe determination of depreciation gnd 
depletion, in the differentiation of recurring and 
nonrecurring income, in the differentiation of in- 
vestment and: operating: income, anid in the /prep- 
aration, where the:Comnmission<deenis it necessary 
or desirable, of consolidated balance sheets or in- 
come accounts of any person ‘directly or indirectly 
controlling’ or ‘controlled by the issuer, or any ‘per- i 

son ‘under direct or indirect. common. control with rom 
the issuer; but insofar as they relate to any com 
mon carrier subject to the provisions of section 20° 

of the Interstate Commerce Act, as amended, the 
rules and regulations of the Commission with re- 
spect to accounts shall not*bé inconsistent with the 
requirements imposed by the Interstate Commerce 
Commission under authority of such section 20. 
The rales and regulations of the Commission shall 
be secre, upon punteasion inthe manner which ... 
the Commission shall prescribe... No, provision of .. 
this title imposing ’ “any, liability, shall apply:to, any. 
se ae. oromitted in noes faith in conformity. ; 


or be determined ars judicial or other suthority to 
be invalid for any reason. 


Securities Exchange Act of 1934 


Section 10(b), 15 U.S:C. 784(b): 


Regulation of the Use of Manipulative and 
Deceptive Devices 


| Srcrtow 10. It shall be unlawful for any person, 
directly or indirectly, by the use of any means or 
instrumentality of interstate commerce or of the 
mails, or of any facility of any national securities 
exchange— 


(b) To use or employ, in connection with the 
purchase or sale of any security registered on 8 
national securities exchange or any security not so 
registered, any manipulative or deceptive device or 
contrivance in contravention of such rules and 
regulations as the Commission may prescribe as 
necessary or appropriate in the public interest or 
for the protection of investors. 
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Securities Exchange Act of 1934 (continued) 
Section 15(b), 15 U.S.C. 780(b): , 


(b) (1) A broker or dealer may be registered for 
the purposes of this section by filing with the 
Commission an application for registration, which 
shall contain such information in such detail as to 


such broker or dealer and any persons associated 
with such broker or dealer as the Commission 
may by rules and regulations require as necessary 
or appropriate in the public interest or for the 
protection of investors. Except as hereinafter 
provided, such registration shall become effective 
thirty days after the receipt of such application 
by the Commission or within such shorter period 
of time as the Commission may determine. 

(2) An application for registration of a broker 
or dealer to be formed or organized may be made 
by a broker or dealer to which the broker or dealer 
to be formed or organized is to be the successor. 
Such application shall contain such information 
in such detail as to the applicant and as to the 
successor and any person associated with the ap- 
plicant or the’successor, as the Commission may by 
rules and regulations require as necessary or ap- 
propriate in the public interest or for the protec- 
tion of investors. Except as hereinafter provided, 
such registration shall become effective thirty days 
after the receipt of such application by the Com- 
mission or within such shorter period of time as 
the Commission may determine. Such registra- 
tion shall terminate on the forty-fifth day after 
the effective date thereof, unless prior thereto the 
successor shall, in accordance with such rules and 
regulations as the Commission may prescribe, 
adopt such application as its own. 

(3) If any amendment to any application for 
registration pursuant to this subsection is filed 
prior to the effective date of the registration, such 
amendment shall be deemed to have been filed 
simultaneously with and as part of such applica- 
tion; except that the Commission may, if it ap- 
pears necessary or appropriate in the public 
interest or for the protection of investors, defer 
the effective date of any such registration as thus 
amended until the thirtieth day after the filing of 
such amendment. 

(4) Any provision of this title (other than sec- 
tion 5 and subsection (a) of this section) which 
prohibits any act, practice, or course of business 
if the mails or any means or instrumentality of 
interstate commerce are used in connection there- 
with shall also prohibit any such act, practice, or 
course of business by any broker or dealer regis- 
tered pursuant to this subsection or any person 
acting on behalf of such a broker or dealer, irre- 
spective of any use of the mails or any means or 
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Securities Exchange Act of 1934 (continued) 
Section 15(b), 15 U.S.C. 780(b): 


instrumentality of interstate commerce in connec- 
tion therewith. 

| (5) The Commission shall, after appropriate 
notice and opportunity for hearing, by order cen- 
sure, deny registration to, suspend for a period 
not exceeding twelve months, or revoke the reg- 
istration of, any broker or dealer if it finds that 
such censure, denial, suspension, or revocation is 
in the public interest and that such broker or 
dealer, whether prior or subsequent to becoming 
such, or any person associated with such broker 
or dealer, whether prior or subsequent to becom- 
ing so associated— 


(A) has willfully made or caused to be 
made in ‘any application for registration or 
report required to be filed with the Commis- 
sion under this title, or in any proceeding 
before the Commission with respect to regis- 
| tration, any statement which was at the time 
and in the light of the circumstances under 
which it was made false or misleading with 
respect to any material fact, or has omitted to 
state in any such application or report any 
‘material fact which is required to be stated 
therein. 

(B) has been convicted within ten years 
preceding the filing of the application or at 
| any time thereafter of any felony or mis- 
demeanor which the Commission finds— 

(i) involves the purchase or sale of any 
security. 

(ii) arises out of the conduct of the busi- 
ness of a broker, dealer, or investment adviser. 

(iii) involves embezzlement, fraudulent 
conversion, or misappropriation of funds or 
securities. 

(iv) involves the violation of section 1341, 

1342, or 1343 of title 18, United States Code. 

_ (C) is permanently or temporarily enjoined 
by order, judgment, or decree of any court of 

. competent jurisdiction from acting as an invest- 
ment adviser, underwriter, broker, or dealer, or 
as an affiliated person or employee of any in- 
vestment company, bank, or insurance com- 
pany, or from engaging in or continuing any 
conduct or practice in connection with any such 
activity, or in connection with the purchase or 
sale of any security. 

(D) has willfully violated any provision of 
the Securities Act of 1933. or of the Investment 
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Securities Exchange Act of 1934 (conttased) 
Section 15(b), 15 U.S.C. 789 (b) : 


Advisers Act of 1940, or of the Investment 
Company Act of 1940, or of this title, or of any 
rule or regulation under any of such statutes. 

(E) has willfully aided, abetted, counseled, 
commanded, induced, or procured the violation 
by any other person of the Securities Act of 
1933, or the Investment Advisers Act of 1940, or 
the Investment Company Act of 1940, or of this 
title, or of any rule or regulation under any of 
such statutes or has failed reasonably to super- 
vise, with a view to preventing violations of such 
statutes, rules, and regulations, another person 
who commits such a violation, if such other per- 
son is subject to his supervision. For the pur- 
poses of this clause (E) no person shall be 
deemed to have failed reasonably to supervise 
any person, 1f— 

(i) there have been win procedures, 
and a system for applying such procedures, 
which would reasonably be expected to pre- 
vent and detect, insofar as practicable, any 
such violation by such other person, and 

(ii) such person has reasonably discharged 
the duties and obligations incumbent upon 
him by reason of such pro¢edures and system 
without reasonable cause to believe that such 
procedures and system were not being com- 
plied with. 

(F) is subject.to an order of the Commission 
entered pursuant to paragraph (7) of this sub- 
section (b) barring or suspending the right of 
such person to be associated with a broker or 
dealer, which order is in effect with respect to 
such person. 

(6) Pending final determination whether any 
registration under this subsection shall be denied, 
the Commission may by order postpone the effec- 
tive date of such registration for a period not to 
exceed fifteen days, but if, after appropriate notice 
and opportunity for hearing (which may consist 
solely of affidavits and oral arguments), it shall 
appear to the Commission to be necessary or ap- 
propriate in the public interest or for the protec- 
tion of investors to postpone the effective date of 
such registration until final determination, the 
Commission shall so order. Pending final deter- 
mination whether any such registration shall be 
revoked, the Commission shall by order suspend 
such registration if, after appropriate notice and 


opportunity for earings such suspension shall ap- 
pear to the Commission to be necessary or appro- 
priate in the public interest or for the protection 
of investors. Any registered broker or dealer may, 
upon such terms and conditions as the Commission 
may deem necessary in the public interest or for 
the protection of investors, withdraw from regis- 

tration by filing a written notice of withdrawal 
with the Commission. If the Commission finds that 
any registered broker or dealer, or any broker or 
dealer for whom an application for registration is 
pending, is no longer ‘in existence or has ceased to 
do business as a broker or dealer, the Commission 
shall by order cancel! the registration or applica- 
tion of such broker or dealer. 

(7) The Commission may, after appropriate 
notice and opportunity for hearing, by order cen- 
sure any person, or bar or suspend for 2 period not 
exceeding twelve months : any person from being 
associated with a broker or dealer, if the Commis- 
sion finds that such censure, barring, or suspen- 
sion is in the public interest and that such person 
has committed or omitted any act or omission 
enumerated in clause (A), (D) or (E) of para- 
graph (5) of this subsection or has been convicted 
of any offense specified in clause (B) of said para- 
graph (5) within ten’ years of the commencement 
of the proceedings under this paragraph or is en- 
joined from any action, conduct, or practice speci- 
fied in clause (C) of said paragraph (5). It shall 
be unlawful-for any person as to whom such an 
order barring or suspending him from being asso- 
ciated with a broker or dealer is in effect, willfully 
to become, or to be, associated with a broker or 
dealer, without the consent of the Commission, 
and it shall be unlawful for any broker or dealer 
to perimt such a person to become, or remain, a 


. person associated with him, without the consent. 


of the Commission, if such broker or dealer knew, 
or in the exercise of reasonable care, should have 
known, of such order-| 

(8) No broker or.dealer registered under section 
15 of this title shall, during any period when it is 
not a member of a securities association registered 
with the Commission under section 15A of this 
title, effect any transaction in, or induce the pur- 
chase or sale of, any security (otherwise than on 2 
national securities exchange) unless such broker 
or dealer and all natural persons associated with 
such broker or dealer meet such specified and ap- 
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propriate standards with respect to training, ex- 
perience, and such other qualificatons as the Com- 
mission finds necessary or desirable. The Commis- 
sion shall establish such standards by rules and 
regulations, which may— 


(A) appropriately classify brokers and deal- 
ers and persons associated with brokers and 
dealers (taking into account relevant matters, 
including types of business done and nature of 
securities sold). 

(B) specify that all or any portion of such 
standards shall be applicable to any such class. 

(C) require persons in any such class to pass 
examinations prescribed in accordance with such 
rules and regulations. 

(D) provide that persons in any such class 
other than « broker or a dealer and partners, 
officers, and supervisory employees (which latter 
term may be defined by the Commission’s rules 
and regulations and as so defined shall include 
branch managers of brokers or dealers) of brok- 
ers or dealers, may be qualified solely on the basis 
of compliance with such specified standards of 
training and such other qualifications as the 
Commission finds appropriate. 


The Commission may prescribe by rules and regu- 
lations reasonable fees and charges to defray its 
costs in carrying out this paragraph, including, 
but not limited to, fees for any examination ad- 
ministered by it, or under its direction. The Com- 
missioin may cooperate with securities associations 
registered under section 15A of this title and with 
national securities exchanges in administering ex- 
aminations and may require brokers and dealers 
subject to this paragraph and persons associated 
with such brokers and dealers to pass examina- 
tions administered by or on behalf of any such 
association or exchange and to pay to such asso- 
ciation or exchange reasonable fees or charges to 
defray the costs incurred by such association or 
exchange in administering such examinations. 

(9) In addition to the fees and charges author- 
ized by paragraph (8), each broker or dealer reg- 
istered under section 15 of this title not a mem- 
ber of a securities association registered pursuant 
to section 15A of this title shall pay to the Com- 
mission such reasonable fees and charges as may 
be necessary to defray the costs of additional regu- 
latory duties required to be performed by the Com- 
mission because such broker or dealer is not a 


member of such a securities association. The Com- 
mission shall establish such fees and charges by 
rules and regulations. 

(10) No broker or dealer subject to paragraph 
(8) of this subsection shall effect any transaction 
in, or induce the purchase or sale of, any security 
(otherwise than on a national securities exchange) 
in contravention of such rules and regulations as 
the Commission may prescribe designed to pro- 
mote just and equitable principles of trade, to pro- 
vide safeguards against unreasonable profits or 
unreasonable rates of commissions or other 
charges, and in general to protect investors and the 
public interest, and to remove impediments to and 
perfect the mechanism of a free and open market." 
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(c)(1) No broker or dealer shall make use of 
the mails or of any means or instrumentality of 
interstate commerce to effect any transaction in, or 
to induce the purchase or sale of, any security 
(other than commercial paper, bankers’ accept- 
ances, or commercial bills) otherwise than on a 
national securities exchange, by means of any 
manipulative, deceptive, or other fraudulent device 
or contrivance. The Commission shall, for the 
purposes of this subsection, by rules and regula- 
tions define such devices or contrivances as are 
manipulative, deceptive, or otherwise fraudulent. 

(2) No broker or dealer shall make use of the 
mails or of any means or instrumentality of inter- 
state commerce to effect any transaction in, or to 
induce or attempt to induce the purchase or sale 
of, any security (other than an exempted security 
or commercial paper, bankers’ acceptances, or com- 
mercial bills) otherwise than on a national secu- 
rities exchange, in connection with which such 
broker or dealer engages in any fraudulent, decep- 
tive, or manipulative act or practice, or makes any 
fictitious quotation. The Commission shall, for the 
purposes of this paragraph, by rules and regula- 
tions define, and prescribe means reasonably de- 
signed to prevent, such acts and practices as are 
fraudulent, deceptive, or manipulative and such 
quotations as are fictitious. 

(3) No broker or dealer shall make use of the 
mails or of any means or instrumentality of inter- 
state commerce to effect any transaction in, or to 
induce or attempt to induce the purchase or sale 
of, any security (other than an exempted security 
or commercial paper, bankers’ acceptances, or com- 
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mercial bills) otherwise than on a national securi- 
ties exchange, in contravention of such rules and 
regulations as the Commission may prescribe as 
necessary or appropriate in the public interest or 
for the protection of investors to provide safe- 
guards with respect to the financial responsibility 
of brokers and dealers. 

(4) If the Commission’ finds, after notice and 
opportunity for hearing, that any person subject 
to the provisions of section’ 12, 13, or subsection (d) 
of section 15 of this title or any rule or regulation 
thereunder has failed to comply with any such pro- 
vision, rule, or regulation in any material respect, 
the Commission may publish its findings and issue 
an order requiring such person to comply with 
such provision or such rule or regulation there- 
under upon such terms and conditions and within 
such time as the Commission may specify in such 
order. 

(5) Tf in its opinion the public interest and the 
protection of investors so require, the Commission 
is authorized summarily to suspend trading, other- 
wise than on a national securities exchange, in any 
security (other than an exempted security) for a 
period not exceeding ten days. No broker or dealer 
shall make use of the mails or of any means or 
instrumentality of interstate commerce to effect 
any transaction in, or to induce the purchase or 
sale of, any security in which trading is so 
suspended.? 

(da) Each issuer which has filed a registration 
statement containing an undertaking which is or 
becomes operative under this subsection as in effect 
prior to the date of enactment of the Securities 
Acts Amendments of 1964, and each issuer which 
shall after such date file a registration statement 
which has become effective pursuant to the Secu- 
rities Act of 1983, as amended, shall file with the 
Commission, in accordance with such rules and 
regulations as the Commission may prescribe as 
necessary or appropriate in the public interest or 


for the protection of investors, such supplementary 
and. periodic information, documents, and reports 
as may be required pursuant to section 13 of this 
title in respect of a security registered pursuant 
to section 12 of this title. The duty to file under 
this subsection shall be automatically suspended if 
and so long as any issue of securities of such issuer 
is registered pursuant to section 12 of this title. 
The duty to file under this subsection shall also be 
automatically suspended as to any fiscal year, other 
than the fiscal year within which such registration 
statement became effective, if, at the beginning of 
such fiscal year, the securities of each class to 
which the registration statement relates are held 
of record by less than three hundred persons. For 
the purposes of this subsection, the term “class” 
shall be construed to include all securities of an 
issuer which are of substantially similar character 
and the holders of which enjoy substantially sim- 
ilar rights and privileges. Nothing in this sub- 
section shall apply to securities issued by a foreign 
government or political subdivision thereof.* 
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Secrion 15A. (a) Any association of brokers or 
dealers may be registered with the Commission as 
a national securities association pursuant to sub- 
section (b), or as an affiliated securities association 
pursuant to subsection (d), under the terms and 
conditions hereinafter provided in this section, by 
filing with the Commission a registration state- 
ment in such form as the Commission may pre- 
scribe, setting forth the information, and accom- 
panied by the documents, below specified : 


(1) Such data as to its organization, mem- 
bership, and rules of procedure, and such other 
information as the Commission may by rules 
and regulations require as necessary or appro- 
priate in the public interest or for the protection 
of investors; and 

(2) Copies of its constitution, charter, or 
articles of incorporation or association, with all 
amendments thereto, and of its existing bylaws, 
and of any rules or instruments corresponding 
to the foregoing, whatever the name, hereinafter 
in this title collectively referred to as the “rules 
of the association.” 


Such registration shall not be construed as a 
waiver by such association or any member thereof 
of any constitutional right or of any right to con- 
test the validity of any rule or regulation of the 
Commission under this title. 

(b) An applicant association shall not be regis- 
tered as a national securities association unless it 
appears to the Commission that— ; 


(1) by reason of the number of its members, 
the scope of their transactions, and the geograph- 
ical distribution of its members such association 
will be able to comply with the provisions of 
this title and the rules and regulations there- 
under and to carry out the purposes of this 
section. 

(2) such association is so organized and is 
of such a character as to be able to comply with 
the provisions of this title and the rules and 
regulations thereunder, and to carry out the pur- 
poses of this section. 

(3) the rules of the association provide that 
any broker or dealer who makes use of the mails 
or any means or instrumentality of interstate 
commerce to effect any transaction in, or to in- 


duce the purchase or sale of, any security other-. 


wise than on 2 national securities exchange, may 


become a member of such association, except 
snch as are excluded pursuant to paragraph (4) 
or (5) of this subsection, or a rule of the asso- 
ciation permitted under this paragraph. The 
rules of the association may restrict membership 
in such association on such specified geographi- 
cal basis, or on such specified basis relating to 
the type of business done by its members, or on 
such other specified and appropriate basis, as 
appears to the Commission to be necessary or 
appropriate in the public interest or for the pro- 
tection of investors and to carry out the purpose 
of this section. Rules adopted by the association 
may provide that the association may, unless the 
Commission directs otherwise in cases in which 
the Commission finds it appropriate in the pub- 
lic interest. so to direct, deny admission to or re- 
fuse to continue 'in such association any broker 
or dealer if— 
(A) such broker or dealer, whether prior 
or subsequent 'to becoming such, or 
(B) any person associated with such 

broker or dealer, whether prior or subsequent 

to becoming so associated, 
has been and is; suspended or expelled from a 
national securities exchange or has been and is 
barred or suspended from being associated with 
all members of such exchange, for violation of 
any rule of such exchange. 

(4) the rules of the association provide that, 
except with the approval or at the direction of 
the Commission in cases in which the Commis- 
sion finds it appropriate in the public interest 
so to approve or direct, no broker or dealer shall 
be admitted to or continued in membership in 
such association, if such broker or dealer— 

(A) has been and is suspended or expelled 
from a_ registered securities association 

(whether national or affiliated) or from a na- 

tional securities exchange or has been and is 

barred or suspended from being associated 
with all members of such association or from 
being associated with all brokers or dealers 
which are members of such exchange, -for vio- 
lation of any rule of such association or 
exchange which prohibits any act or transac- 
tion constituting conduct inconsistent with 
just and equitable principles of trade, or re- 
quires any act the omission of which consti- 
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tutes conduct inconsistent with just and 

equitable principles of trade. 

(B) is subject to an order of the Commis- 
sion denying, suspending for a period not 
exceeding twelve months, or revoking his 
registration pursuant to section 15 of this title, 
or expelling or suspending him from member- 
ship in a registered securities association or a 
national securities exchange, or barring or 
suspending him from being associated with a 
broker or dealer. 

(C) whether prior or subsequent to becom- 
ing a broker or dealer, by his conduct while 
associated with a broker or dealer, was a cause 
of any suspension, expulsion, or order of the 
character described in clause (A). or (B) 
which is in effect with respect to such broker 
or dealer, and in entering such a suspension, 
expulsion, or order, the Commission or any 
such exchange or association shall have juris- 
diction to determine whether or not any 
person was a cause thereof. 

(D) has associated with him any person 
who is known, or in the exercise of reasonable 
care should be known, to him to be a person 
who, if such person were a broker or dealer, 
would be ineligible for admission to or con- 
tinuance in membership under clause (A), 
(B),or (C) of this paragraph. 

(5) the rules of the assocation provide that, 
except with the approval or at the direction of 
the Commission in cases in which the Commis- 
sion finds it appropriate in the public interest 
so to approve or direct, no person shall become 
a member and no natural person shall become 2 
person associated with 2 member, unless such 
person is qualified to become a member or 2 per- 
son associated with a member in conformity with 
specified and appropriate’ standards with re- 
spect to the training, experience, and such other 
qualifications of such person as the association 
finds necessary or desirable, and in the case of 
@ member, the financial responsibility of such 
member. For the purpose of defining such stand- 
ards and the application thereof, such rules 
may— 

(A) appropriately classify prospective 
members (taking into account relevant mat- 
ters, including type of business done and na- 
ture of securities sold) and persons proposed 
to be associated with members. 


(B) specify that all or any portion of such 
standards shall be applicable to any such 
class. 

(C) require persons in any such class to 
pass examinations prescribed in accordance 
with such rules. 4 

(D) provide that persons in any such class 
other than prospective members and partners, 
officers and supervisory employees (which lat- 
ter term may be defined by such rules and 
as so defined shall include branch managers of 
members) of members, may be qualified solely 
on the basis of compliance with specified 
standards of training and such other qualifi- 
cations as the association finds appropriate. 

(E) provide that applications to become 
& member or a person associated with a mem- 
ber shall set forth such facts as the association 
may prescribe as to the training, experience, 
and other qualifications (including, in the 
case of an applicant for membership, financial 
responsibility) of the applicant and that the 
association may adopt procedures for verifica- 
tion of qualifications of the applicant. 

(F) require any class of persons associated 
with a member to be registered with the asso- 
ciation in accordance with procedures speci- 
fied by such rules (and any application or doc- 
ument supplemental thereto required by such 
rules of a person seeking to be registered with 
such association shall, for the purposes of 
subsection (a) of section 32 of this title, be 
deemed an application required to be filed 
under this title). 

(6) the rules of the association assure a fair 
representation of its members in the adoption of 
any rule of the association or amendment 
thereto, the selection of its officers and directors, 
and in all other phases of the administration of 
its affairs. 

(7) the rules of the association provide for 
the equitable allocation of dues among its 
members, to defray reasonable expenses of 
administration. 

(8) the rules of the association are designed 
to prevent fraudulent and manipulative acts 
and practices, to promote just’ and equitable 
principles of trade, to provide safeguards 
against unreasonable profits or unreasonable 
rates of commissions or other charges, and, in 
general, to protect investors and the public in- 
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terest, and to remove impediments to and per- 
fect the mechanism of a free and open market; 
and are not designed to permit unfair discrimi- 
nation between customers or issuers, or brokers 
or dealers, to fix minimum profits, to impose any 
schedule of prices, or to impose any schedule or 
fix minimum rates of commissions, allowances, 
discounts, or other charges. 

(9) the rules of the association provide that 
its members and persons associated with its 
members shall be appropriately disciplined, by 
expulsion, suspension, fine, censure, or being 
suspended or barred from being associated with 
all members, or any other fitting penalty, for 
any violation of its rules. 

(10) the rules of the association provide 2 
fair and orderly procedure with respect to the 
disciplining of members and persons associated 
with members and the denial of membership to 
any broker or dealer seeking membership 
therein or the barring of any person from being 
aseociated with a member. In any proceeding to 
determine whether any member or other person 
shall be disciplined, such rules shall require 
that specific charges be brought: that such mem- 
ber or person shall be notified of, and be given 
an opportunity to defend against, such charges: 
that a record shall be kept; and that the deter- 
mination shall include— 

(A) a statement setting forth any act or 
practice in which such member or other per- 
son may be found to have engaged, or which 
such member or other person may be found to 
have omitted. 

(B) a statement setting forth the specific 
rule or rules of the association of which any 
such act or practice, or omission to act. is 
deemed to be in violation. 

(C) a statement whether the acts or prac- 
tices prohibited by such rule or rules, or the 
omission of any act required thereby, are 
deemed to constitute conduct inconsistent 
with just and equitable principles of trade. 

(D) a statement setting forth the penalty 
imposed. 

In. any proceeding to determine whether a 
broker or dealer shall be denied membership 
or whether any person shall be barred from be- 
ing associated with a member, such rules shall 
provide that the broker or dealer or person shall 


be notified of, and be given an opportunity to be 
heard upon, the specific grounds for denial or 
bar which are under consideration; that a rec- 
ord shall be kept; and that the determination 
shall set forth the specific grounds upon which 
the denial or bar is based. 

(11) the requirements of subsection (c), 
insofar as these may, be applicable, are satisfied. 

(12) the rules of the association include pro- 
visions governing the form and content of quo- 
tations relating to securities sold otherwise than 
on a national securities exchange which may be 
disseminated by any member or any person 
associated with a member, and the persons to 
whom such quotations may be supplied. Such 
rules relating to quotations shall be designed to 
produce fair and informative quotations, both 
at the wholesale and retail level, to prevent 
fictitious or misleading quotations, 2nd to pro- 
mote orderly procedures for collecting and 
publishing quotations. 


The provisions of this subsection, as in effect. prior 
to the date of enactment of the Securities Acts 
Amendments of 1964, shall be applicable to the 
rules of any registered securities association 
which was registered on such date until July 1, 
1964. After July 1, 1964, the Commission may, 
after notice and opportunity for hearing, suspend 
the registration of any such association if it finds 
that the rules thereof do not conform to the 
requirements of this subsection, as amended by sec- 
tion 7 of the Securitics Acts Amendments of 1964, 
and any such suspension shall remain in effect 
until the Commission issues an order determining 
that such rules have; been modified to conform 
with such requirements.* 

(c) The Commission may permit or require the 
rules of an association applying for registration 
pursuant to subsection (b), to provide for the 
admission of an association registered as an affili- 
ated securities association, pursuant to subsection 
(d), to participation in said applicant association 
as an affiliate thereof. under terms permitting such 
power and responsibilities to such affiliates, and 
under such other appropriate terms and condi- 
tions, as may be provided by the rules of said 
applicant association, if such rules appear to the 


léa 


Securities Exchange Act of 1934 (continued) 
Section 15A, 15 U.S.C. 789-3: 


Commission to be necessary or appropriate in the 
public interest or for the protection of investors 
and to carry out the purposes of this section. The 
duties and powers of the Commission with respect 
to any national securities association or any affil- 
iated securities association shall in no way be 
limited by reason of any such affiliation. 

(ad) An applicant association shall not be reg- 
istered as an affiliated securities association unless 
it appears tothe Commission that— 

{1) such association, ‘notwithstanding that 
it does not satisfy the requirements set forth 
in paragraph (1) of subsection (b), will, 
forthwith upon the registration thereof, be 
admitted to affiliation with an association reg- 
istered as a national securities association pur- 
svant to said subsection (b), in the manner 
and under the terms and conditions provided by 
the rules of said national securities association 
in accordance with subsection (c) ; and 

(2) such association and its rules satisfy 
the requirements set forth in paragraphs (2) 
to (10), inclusive, and paragraph (12), of sub- 
section (b) ; except that in the case of any such 
association any restrictions upon membership 
therein of the type authorized by paragraph (3) 
of subsection (b) shall not be less stringent than 
in the case of the national securities association 
with which such association is to be affiliated.* 
(e) Upon the filing of an application for regis- 

tration pursuant to subsection (b) or subsection 
(a), the Commission shall by order grant such 
registration if the requirements of this section are 
satisfied. If, after appropriate notice and oppor- 
tunity for hearing, it appears to the Commission 
that any requirement of this section is not satis- 
fied, the Commission shall by order deny such 
registration. If any association granted registra- 
tion as an affiliated securities association pursuant 
to subsection (d) shall fail to be admitted 
promptly thereafter to affiliation with a registered 
national securities association, the Commission 
shall revoke the registration of such affiliated 
securities association. 

(f} A registered securities association (whether 
national or affiliated) may, upon such reasonable 
notice as the Commission may deem necessary in 
the public interest or for the protection of inves- 


tors, withdraw from registration by filing with 
the Commission a written notice of withdrawal 
in such form as the Commission may by rules and 
regulations prescribe. Upon the withdrawal of a 
national securities association from registration, 
the registration of any association affiliated there- 
with shall automatically terminate. 

(g) If any registered securities association 
(whether national or affiliated) takes any disci- 
plinary action against any member thereof or any 
person associated with such a member or denies 
admission to any broker or dealer seeking member- 
ship therein, or bars any person from being asso- 
ciated with a member, such action shall be subject 
to review by the Commission, on its own motion, 
or upon application by any person aggrieved 
thereby filed within thirty days after such action 
has been taken or within such longer period as the 
Commission may determine. Application to the 
Commission for review, or the institution of 
review by the Commission on its own motion, shall 
operate as a stay of such action until an order is 
issued upon such review pursuant to subsection 
(h), unless the Commission otherwise orders after 
notice and opportunity for hearing on the ques- 
tion of a stay (which hearing may consist solely 
of affidavits and oral arguments) .? 

(h) (1) In 2 proceeding to review disciplinary 
action taken by a registered securities association 
against a member thereof or a person associated 
with a member, if the Commission, after appro- 
priate notice and opportunity for hearing, upon 
consideration of the record before the association 
and such other evidence as it may deem relevant— 


(A) finds that such member or person has 
engaged in such acts or practices, or has omit- 
ted such act, as the association has found him 
to have engaged in or omitted, and 

(B) determines that such acts or practices, 
or omission to act, are in violation of such rules 
of the association as have been designated in 
the determination of the association, 


the Commission shall by order dismiss the proceed- 
ing, unless it appears to the Commission that such 
action should be modified in accordance with para- 
graph (2) of thissubsection. The Commission shall 
likewise determine whether the acts or practices 
prohibited, or the omission of any act required, by 
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any such rule constitute conduct inconsistent with 
just and equitable principles of trade, and shall so 
declare. If it appears to the Commission that the 
evidence does not warrant the finding required in 
clause (A), or if the Commission determines that 
such acts or practices as are found to have been 
engaged in are not prohibited by the designated 
rule or rules of the association, or that such act as 
is found to have been omitted is not required by 
such designated rule or rules, the Commission shall 
by order set aside the action of the association. 

(2) If, after appropriate notice and opportu- 
nity for hearing, the Commission finds that any 
penalty imposed upon a member or person asso- 
ciated with a member is excessive or oppressive, 
having due regard to the public interest, the 
Commission shall by order cancel, reduce, or 
require the remission of such penalty. 

(3) In any proceeding to review the denial of 
membership in a registered securities association 
or the barring of any person from being associated 
with a member, if the Commission, after appro- 
priate notice and hearing, and upon consideration 
of the record before the association and such other 
evidence as it may deem relevant, determines that 
the specific grounds on which such denial or bar is 
based exist in fact and are valid under this section, 
the Commission shall by order dismiss the proceed- 
ing; otherwise, the Commission shall by order set 
aside the action of the association and require it 
to admit the applicant broker or dealer to member- 
ship therein, or to permit such person to be asso- 
ciated with a member.* 

(i) (1) The rules of a registered securities asso- 
ciation may provide that no member thereof shall 
deal with any nonmember broker or dealer (as de- 
fined in paragraph (2) of this subsection) except 
at the same prices, for the same commissions or 
fees, and on the same terms and conditions as are 
by such member accorded to the general public. 

(2) For the purposes of this subsection, the 
term “nonmember broker or dealer” shall include 
any broker or dealer who makes use of the mails or 
of any means or instrumentality of interstate com- 
merce to effect any transaction in, or to induce the 
purchase or sale of, any security otherwise than 
on a national securities exchange, who is not a 
member of any registered securities association, 


except a broker or dealer who deals exclusively in 
commercial paper, bankers’ acceptances, or com- 
mercial bills. 

(3) Nothing in this subsection shall be so con- 
strued or applied as to prevent any member of 2 
registered securities association from granting to 
any other member of any registered securities as- 
sociation any dealer's discount, allowance, com- 
mission, or special terms. 

(j) Every registered securities association shall 
file with the Commision in accordance with such 
rules and regulations as the Commission may pre- 
scribe as necessary; or appropriate in the public 
interest or for the protection of investors, copies 
of any changes in or additions to the rules of the 
association, and such other information and docu- 
ments as the Commission may require to keep cur- 
rent or to supplement the registration statement 
and documents filed pursuant to subsection (2). 
Any change in or addition to the rules of a regis- 
tered securities association shall take effect upon 
the thirtieth day after the filing of 2 copy thereof 
with the Commission, or upon such earlier date 
as the Commission may determine, unless the Com- 
mission shall enter an order disapproving such 
change or addition; and the Commission shall 
enter such an order ‘unless such change or addition 
appears to the Commission to be consistent with 
the requirements of subsection (b) and subsection 
(d). 

(k) (1) The Conmmesssonts is authorized by order 
to abrogate any rule of a registered securities as- 
sociation, if after appropriate notice and oppor- 
tunity for hearing, it appears to the Commission 
that such abrogation is necessary or appropriate 
to assure fair dealing by the members of such as- 
sociation, to assure a fair representation of its 
members in the administration of its affairs or 
otherwise to protect investors or effectuate the 
purposes of this title. 

(2) The Commission may in writing request any 
registered securities association to adopt any speci- 
fied alteration of or supplement to its rules with 
respect to any of the matters hereinafter enumer- 
ated. If such association fails to adopt such al- 
teration or supplement within a reasonable time, 
the Commission is authorized by order to alter or 
supplement the rules of such association in the 
manner theretofore requested, or with such modi- 
fications of such alteration or supplement as it 
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deems necessary if, after appropriate notice and 
opportunity for hearing, it appears to the Com- 
mission that such alteration or supplement is nec- 
essary or appropriate in the public interest or for 
the protection of investors or to effectuate the pur- 
poses of this section, with respect to— 


(A) the basis for, and procedure in connec- 
tion with, the denial of membership or the 
barring from being associated with a member 
or the disciplining of members or persons 
associated with members, or the qualifications 
required for members or natural persons asso- 
ciated with members or any class thereof. 

(B) the method for adoption of any change 
in or addition to the rules of the association. 

(C) the method of choosing officers and 
directors. 

(D) affiliation between registered securities 
associations." 


(2) The Commission is authorized, if such action 
appears to it to be necessary or appropriate in the 
public interest or for the protection of investors or 
to carry out the purposes of this section-—- 


(1) after appropriate notice and opportunity 
for hearing, by order to suspend for a period 
not exceeding twelve months or to revoke the 
registration of a registered securities association, 
if the Commission finds that such association has 
violated any provision of this title or any rule 
or regulation thereunder, or has failed to enforce 
compliance with its own rules, or has engaged in 
any other activity tending to defeat the purposes 
of this section. 

(2) after appropriate notice and opportunity 
for hearing, by order to suspend for a period 
not exceeding twelve months or to expel from a 
registered securities association any member 
thereof, or to suspend for a period not exceeding 
twelve months or to bar any person from being 
associated with a member thereof, if the Com- 
mission finds that such member or person- - 

(A) has violated any provision of this title 
or any rule or regulation thereunder, or has 
effected any transaction for any other person 
who, he had reason to believe, was violating 
with respect to such transaction any provi- 


sion of this title or any rule or regulation 
thereunder. 

(B) has willfully violated any provision of 
the Securities Act of 1933, as amended, or of 
any rule or regulation thereunder, or has ef- 
fected any transaction for any other person 
who, he had reason to believe, was willfully 
violating with respect to such transaction any 
provision of such Act or rule or regulation. 
(3) after appropriate notice and opportunity 

for hearing, by order to remove from office any 
officer or director of a registered securities asso- 
ciation who, the Commission finds, has willfully 
failed to enforce the rules of the association, or 
has willfully abused his authority.* 

(m) Nothing in this section shell be construed 


to apply with respect to any transaction by 2 
broker or dealer in any exempted security. 


(n) If any provision of this section is in con- 


flict with any provision of any law of the United 


States in force on the date this section takes effect, 
the provision of this’ section shall prevail.* 
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Section 17(a), 15 U.S.C. 78q(a): 


Accounts and Records, Reports, Examinations 
of Exchanges, Members, and Others 


Section 17. (a) Every national securities ex- 
change, every member thereof, every broker or 
dealer who transacts 2 business in securities 
through the medium of any such member, every 
registered securities association,’ and every 
broker or dealer registered pursuant to section 15 
of this title, shall make, keep, and preserve for 
such periods, such accounts, correspondence, 
memoranda, papers, books, and other records, and 
make such reports, as the Commission by its rules 
and regulations may prescribe as necessary or 
appropriate in the public interest or for the pro- 
tection of investors. Such accounts, correspond- 
ence, memoranda, papers, books, and other records 
shall be subject at any time or from time to time 
to such reasonable periodic, special, or other ex- 
aminations by examiners or other representatives 
of the Commission as the Commission may deem 
necessary or appropriate in the public interest or 
for the protection of investors. 


Section 19(a), 15 U.S.C. 
78s (a); 


Powers With Respect to Exchanges and 
' Securities 
Section 19. (a) The Commission is authorized, 
if in its opinion such action is necessary or ap- 
propriate for the protection of investors— 

(1) After appropriate notice and opportunity 
for hearing, by order to suspend for a period not 
éxceeding twelve months or to withdraw the reg- 
istration of a national securities exchange if the 
Commission finds that such exchange has vio- 
lated any provision of this title or of the rules 
and regulations thereunder or has failed to en- 
force, so far as is within its power, compliance 
therewith by a member or by an issuer of a secu- 
rity registered thereon. 

(2) After appropriate notice and opportunity 
for hearing, by order to deny, to suspend the 
effective date of, to suspend for a period not ex- 
ceeding twelve months, or to withdraw, the reg- 
istration of a security if the Commission finds 
that the issuer of such security has failed to 
comply with any provision of this title or the 
rules and regulations thereunder. 

(8) After appropriate notice and opportunity 
for hearing, by order to suspend for a period not 
exceeding twelve months or to expel from a na- 
tional securitiesiexchange any member or officer 
thereof whom the Commission finds has vio- 
lated any provision of this title or the rules and 
regulations thereunder, or has affected any 
transaction for any other person who, he has 
reason to believe, is violating in respect of such 
transaction any provision of this title or the 
rules and regulations thereunder. : 

(4) And if in its opinion the public interest 
so requires, summarily to suspend trading in any 
registered security on any national securities ex- 
change for a period not exceeding ten days, or 
with the approval of the President, summarily 
to suspend all trading on any national securities 


) exchange for a period not exceeding ninety days. 
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(d) The Commission is authorized and directed 
to make a study and investigation of the adequacy, 
for the protection of investors, of the rules of 
national securities exchanges and national securi- 
ties associations, including rules for the expulsion, 
suspension, or disciplining of a member for con- 
duct inconsistent with just and equitable principles 
of trade. The Commission shall report to the Con- 
gress on or before April 3, 1963, the results of its 
study and investigation, together with its recom- 
mendations, including such recommendations for 
legislation as it deems advisable. The Commis- 
sion is authorized to appoint, without regard to 
the civil service laws, rules and regulations, such 
personnel-as the Commission deems advisable to 
carry out such study and investigation and to fix 
their respective rates of compensation without re- 
zard to the Classification Act of 1949, as amended, 
but no such rate shall exceed $18,500 per annum. 
To carry out such study and investigation there is 
hereby authorized to be appropriated the sum of 
$950,000.2 


Section 22, 15 U.S.C. 78v: 


Hearings by Commission 


‘Szcrion 22. Hearings may be public and may 
bé held before the Commission, any member or 
members thereof, or any officer or officers of the 
Commission designated by it, and appropriate 
records thereof shall be kept. 


Court ‘Review of Orders 


Secrion 25. (a) Any person aggrieved by an 
order issued by the Commission in a proceeding 
under this title to which such person is a party 
may obtain a review of such order in the Court of 
Appeals of the United States, within any circuit 
wherein such person resides or has his principal 
place of business, or in the United States Court 
of Appeals for the District“of Columbia, by filing 
in such court, within sixty days after the entry of 
such order,.a written petition praying that the 
order of the Commission be modified or set aside 
in whole or in part. A copy of such petition shall 
be forthwith transmitted by the clerk of the court 
to any member of the Commission, and thereupon 
the Commission shall file in the court the record 
upon which the order complained of was entered, 
as provided in section 2112 of title 28, United 
States Code. Upon the filing of such petition such 
court shall have jurisdiction, which upon the filing 
of the record shall be exclusive, to affirm, modify, 
and enforce or set aside such order, in whole or 
in part. No objection to the order of the Commis- 
sion shall be considered by the court unless such 
objection shall have been urged before the Com- 
mission. The finding of tho Commission as to the 
facts, if supported by substantial evidence, shall be 
conclusive. If either party shall apply to the court 
« for leave to adduce additional evidence, and shall 

show to the satisfaction of the court that such ad- 
ditional evidence is material and that there were 
reasonable grounds for failure to adduce such evi- 
‘ dence in the hearing before the Commission, the 
court may order such additional evidence to be 
taken before the Commission and to be adduced up- 
on the hearing in such manner and upon such 
terms and conditions as to the court may seem: 
proper. The Commission may modify its findings- 
as to the facts, by reason of the additional evidence 
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so taken, and it shall file such modified or new © 


findings, which, if: supported by substantial evi- 
dence, shall be conclusive, and its recommendation, 
if any, for the modification or setting aside of the 
original order. The judgment and decree of the 
court, affirming, modifying, and enforcing or set- 


ting aside, in whole or in part, any such order of 
the Commission, shall be final, subject to review 
by the Supreme Coutt of the United States upon 
certiorari or certification as provided in sections 
239 and 240 of the Judicial Code, as amended 
(U.S.C., title 28, secs. 346 and 347). 
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Rale 105-5. Employment of Manipulative and © 

Deceptive Devices 

Tt shall be unlawful for any person, directly or 
indirectly, by the use of any means or instrumen- 
tality of interstate commerce, or of the mails, or of 
any facility of any national securities exchange, 

(1) to employ any device, scheme, or artifice to 
defraud, 

(2) to make any untrue statement of 2 material 
fact or to omit to state a material fact necessary in 
order to make the statements made, in the light of 
the circumstances under which they were made, not 
misleading, or 

(3) to engage in any act, practice, or course of 
business which operates or would operate as a 
fraud or deceit upon any person, 
in connection with the purchase or sale of any 
security. : 
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Rules Under the Securities Exchange Act of 1934 
(continued) 


Rule 15b3-1, 17 CFR 
240.15b3-1: 


Rule 15b3-1. Amendments to Applications 


(a) Every broker or dealer whose registration 
is effective, or whose application for registration is 
pending on September 1, 1968, shall file as an 
amendment to the application a complete Form 
BD as revised as of September 1, 1968. This shall 
be filed the first time an amendment is required to 
be filed under paragraph (3) of this rule, but m 
no event later than December 31, 1968. 

(b) I the information contained in any sppli- 
cation for registration as a broker or dealer, or 
in any amendment thereto, becomes inaccurate for 
any reason, the broker or dealer shall promptly 
file an amendment on Form BD correcting such 

(c) Every amendment filed pursuant to this 
rule shall constitute a “report” within the meaning 
of sections 15(b), 17(a), and 82(a) of the Act. 


Rule 15ci-2, 17 CER 
240.15¢1-2: 


Rule 15c1-2. Fraud and Misrepresentation 


(a) The term “manipulative, deceptive, or other 
fraudulent device or contrivance,” as used in sec- 
tion 15(c) (1) of the Act, is hereby defined to in- 
clude any act, practice, or course of business which 
operates or would operate as a frend or deceit upon 


any person. SS % ; 

(b) The term “manipulative, deceptive or other 

fraudulent device or contrivance,” as used in 8e0- 

tion 15(c) (1) of the Act, is hereby defined to in- 
statement 


(¢) 
by any 
tive, ive, or 
trivance” contained in other rules adopted pur- 
suant to section 15(c) (1) of the Act. 


Rule 15¢2-4, 17 CFR 
240.15¢2~4: 


Rule 15e2-4. Transmission or Maintenance of 
.Payments Received in Connection With 
Underwritings 
(a) It shall constitute a “fraudulent, deceptive 
or mani ive act or practice” as used in section 
15(¢) (2) of the Act, for any broker or dealer par- 
ticipating in any distribution of securities, other 
than a firm-commitment underwriting, to accept 
any part of the sale price of an i i 
fees cae y security being 
_ (1) The money or other consideration received 
is promptly transmitted to the persons entitled 
thereto;or 
(2) Lf the distribution is being made on an “all- 
or-none” basis, or on any other basis which con- 
templates that payment is not to be made to the 
person on whose behalf the distribution is being 
made until some further event or contingency oc- 
cars, (A) the money or other consideration re- 
ceived is promptly deposited in a separate bank 
account, as agent or trustee for the persons who 

have the beneficial interests therein, until the ap- 

propriate event or contingency has occurred, and 
then the funds are promptly transmitted or re- 
turned to the persons entitled thereto, or (B) all 
such funds are| promptly transmitted to s bank 
which has agreed in writing to hold all such funds 
in escrow for the persons who have the beneficial 
interests therein and to transmit or return such 
funds directly to the persons entitled thereto when 
the appropriate event or contingency has occurred. 
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\Rules Under the Securities Exchange Act of 1934 


Rule 17a-3, 17 CFR 
240.17a-3: 


Rule 17a-3. Records To Be Made by Certain 
Exchange Members, Brokers, and Dealers 


(a) Every member of a national securities ex- 
change who transacts a business in securities di- 
rectly with others than members of 2 national 
securities exchange, and every broker or dealer 
who transacts a business in securities through 
the medium of any such member, and every broker 
or dealer registered pursuant to section 15 of the 
Securities Exchange Act of 1934, as amended, shall 
make and keep current the following books and 
records relating to his business: . 

(1) Blotters (or other records of original entry) 
containing an itemized daily record of all pur- 
chases and sales of securities, all receipts and de- 
liveries of securities (including certificate num- 
bers), all receipts and disbursements of cash end 
all other debits and credits. Such records shall 
show the account for which each such transaction 
was effected, the name and amount of securities, 
the unit and aggregate purchase or sale price (if 
any), the trade date, and the name or other desig- 
nation of the person from whom purchased or 
received orto whom sold or delivered. 

(2) Ledgers (or other records) reflecting all 
assets and liabilities, income and expense and capi- 
tal accounts. 

(8) Ledger accounts (or other records) itemiz- 
ing separately as to each cash and margin account 
of every castomer and of such member, broker or 
dealer and partners thereof, all purchases, sales, 
receipts, and deliveries of securities and commodi- 
ties for such account and all other debits and 
credits to such account. 

(4) Ledgers (or other records) reflecting the 


following: 

(A) Securities in transfer; 

(B) Dividends and interest received ; 

(C) Securities borrowed and securities loaned ; 

(D) Monies borrowed and monies loaned (to- 
gether with a record of the collateral therefor and 
any substitutions in such collateral) ; 


(cont inued) 


(E): Securities failed to receive and failed oe 
deliver. 

(5) A securities record or ledger reflecting sepa- 
rately for each security as of the clearance 
dates all “long” or “short” positions (including 
securities in safekeeping) carried by such member, 
broker, or dealer for his account or for the ec. 
count of his customers or partners and showing the 
location of all securities long and the offsetting 
PYOAWUULE W ALL SYCULILIeES SNOTT aNd IM all cases the 
name or designation of the account in which each 
position is, carried. 

(8) A memorandum of each brokerage order, 
and of any other instruction, given or received for 
the purchase or sale of securities, whether executed 
or unexecuted. Such memorandum shall show the 
terms and conditions of the order or instructions 
and of any modification or cancellation thereof, 
the account for which entered, the time of entry, 
the price at which executed and, to the extent 
feasible, the time of execution or cancellation. 
Orders entered pursuant to the exercise of discre- 
tionary power by such member, broker, or dealer, 
or any employee thereof, shall be so designated. 
The term “instruction” shall be deemed to include . 
instructions between partners and employees of a 
member, broker, or dealer. The term “time of 
entry” shall be deemed to mean the time when 
such member, broker, or dealer transmits the order 
or instruction for execution or, if it is not so trans- 
mitted, the time when it is received. . 

(7) A memorandum of each purchase and sale 
of securities for the account of such member, 
broker, or dealer showing the price and, to the 
extent feasible, the time of execution; and, in addi- ~. 
tion, where such purchase or sale is with a customer 
other than a broker or dealer, a memorandum of 
each order received, showing the time of receipt, 
the terms and conditions of the order, and the ac- 
count in which it ‘was entered. 

(8) Copies of confirmations of all purchases and 
sales of securities and copies of notices of all other 
debits and credits for securities, cash, and other 
items for the account of customers and partners 
of such member, broker, or dealer. 
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Rules of Practice of the Securities and Exchange Commission 
Rule 21(d), 17 CFR 201.21(d) 


HEARING BERORE THE COMMISSION 


(d) Leave to adduce additional evidence. 
The Commission, upon its own motion or upon ap- 
plication in writing by any party for leave to ad- 
duce additional evidence which application shall 
show to the satisfaction of the Commission that 
such additional evidence is material and that there 


were reasonable grounds for failure to adduce such 
evidence at the hearing before the Commission or 


the hearing officer, may hear such additional evi- 
dence or may refer the proceeding to the hearing 
officer for the taking of such additional evidence. 


UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT 
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mad PL Dn OR RR RA RA A A ADA 
Sample "Cold-Call"=-Ex, 248 . ...... 


Salesman's Notes of Insurance Lecture 
——EXioli oO kwolte ie Wretileleiien omental iets 


Salesman's Notes of Hodgdon's Lecture 
on How to Obtain Financial Planning 
CElentsweak xu lOLeelleticileneilememementeie 


Notes of Hodgdon's Lecture on Sales 
Techniques--Ex. 255 . «eee ec cece 


Notes of Carr's Sales Lecture--Ex. 258 
Notes of Carr's Sales Lecture--Ex. 259 
Notes of Haight's Sales Lecture--Ex. 260 
Notes of Haight's Sales Lecture--Ex. 290 


Harper's Financial Report for Dr. B Giving 
Apache Potential Worth of $100,000--Ex. 383 


Memorandum from Carr and Haight Stating 
Importance of Salesman's Ability to "Discuss" 
Listed Securities with Clients--Ex. 447... 


24. Interview of Hodgdon with New York Stock 
Exchange Personnel--Ex. 457, pp. 2, 41 ... 


25. Hodgdon & Co. Radio Advertisements-- 
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C. Exhibit of Petitioners Haight & Co., et al. 


1. Hodgdon & Co. Sales Quota System--Ex. 13B .. 


Q With whom? 


A —s Mir Dana ges / apnroxinately a week before ny 


departure, which czs om March 12th, 1962, 


—// x 
Q Veould you tell us shout that conversation, toll 
us the details of the conversation? 


Hodigden gave me an ultinciva 


Shapiro; I'n going to object. i 
dust tell us what he said, 


| 
Ths Witness: That ny cooperation on the underwritir 
— an : 
was vital to the interasts o? the firm, and that ke expected 
| 


o 
— 


me to do ny part in tho undsririting. 
By My. Wobd; J 
Go UY A 


Q And what did you tell hin, sir? 


A That Y vould 
underuriting. BASE 5S the 


ro 
—_— 


tke conyany to ba insolvent, es its current liabilities 
outveighed its current assets -. 
— 
Me, Holler: EI object. That is Q conclusion. 
| 


What did He, -~ | 

-- that it vas an oxtremely high risk and there. 
did not vant te sell the underpriting, 
| 


“hat kansened aftor this? 


Fie underwriting had not been going WSlLl a. 


ir, Shepixo: i'n going to object to that. 


2 
Yoarius £ “amtner Gress: Strike, 
dust teli us chat parroneae 
‘The Witness: Upon Monday, ~= 
By ie, Webb: 
Q Vhat happonca to you, sir, what hasponed to you? 
Lh Cr Nondcy evenins, the l2th of March, I was 
eailed in to Mr. on office, <= 
Q Toli us what ho said, 
- A we. and his vords to me were, this wes it, 
well; waot did that nean te you? 
A -Usaning that I was ‘through, that I hadn't coe 
oporated. 
Hr, Shapiro: E'n going to object vith rogara 


: 


anything other than what was said, 


Hearing Zzaminer Groas:. Can you tell us thet 


The Witness: This was fact insofnr as F can 


| Hearing Ducainor ene S: Are you reroating tha 
conversatien ror? 
Nr. Shaniro: Me was asked what it meant to hin, 
| Hearing Uxaniner Gress: Just a minute, 
Hr, Shapies: i'n sorry. 
Hearing Examiner Gross: Are you Tepeating tna 


coaversaticn or your interpretation of it? 


Tke Witness: Only-- No, I repeated liz. Hodgdon's 


opebing worcs to me which were, this was it, that I cas 
ot op | 
throws. 


Eoaring Rxunainor Gross: fas anything further 


. 


Neering Exaninor Gres All right. Continue. 
Tell us what cas said, 


Pro Witnoss: We aineussed the fact that I had 
t | 


not ocid Vara, nor kad I sold any real estate syndications. 


inck of enthusinsa for these undervritings and 


to Give ny Betics to resign in two weeks, or what _ 


ever he wisked. | 
“ | 


Ee seid Wo, that ne canted ne to resign as ef then. 


i) = 
| 


I w2s aut, and that's all. 


tir, ebb: 
a fa otner words, you were discharged then? 


A ANd rpc care: 


Q peior to your disnidsal, Ur. Johns, bad you 


citended tazyNcdgdon firm scales meetings concerning VarPak | 
Inc. stock. tho offering? 
ayporoxinately three neotings, two of which 
~~ i 


vy aor “ Sao | 
vere tho regular Tuesday norniag neetings. 
TRe Second ans was a uceting of che associate 


| 
lenders, \ | 


Q Do you recall tho approximate value of your 


securities tfolio in Ausust September of 


Cf that socurities portfolio, kow much consisted 
of the stock of Atlantie Rose 2th Corporation? 


por 


4 


22E Non? yt i ‘ a sold throuch 
your company. Fart Kl through Sade and Company, and 


poet through ESSE aad Lonon. 


g When you said et ow turough my company 


3 
wes .d through Yodsdon and Conpany? 
correct, 


records if you would care % 


nouive Lirst: 
how many shares it y that you heid 
@5sz 7th, Ls the @ay it 


ead $2203 worth of stock in u. S. Infvra:ed 


don’t reealil. 

Would it have been more than 2,009 shares? 
Gon't recall, 

Do you recall the price of Atlantic Research 


shares at or about September of 19302 


[473] 

NO. 

The exact dates don't reesli, i remember j 
tried to sell betveen C2 and 50 a> much as T could. There vas 
Such a2 price en C2arDines that I coulda't atfore not to sell, 
Payinrs @ maximum penaity in taxes, 

i have the reeords of “xy 
would care for 

Q 

hov nary 


Septenber 7th, 1850, 
tlentic Research after 


Examiner Gross: I can tt hear you, 


By Me, Dickstein: 
Were you actively : 

Soptenber of 1960, 'GI and thereafter? 
This I will have to checl:, You nay have the 


records yoursel? and save me the bother, 


-Q You mean you dontt recall whether you were a trader 


in these shares? 


Hr, Leonard: Objection to the characterization as 


6 
[627] 
Manufacturing Company he said had a wire connector which - 
was unique in design. It was patented, I believe, It was 
foing to be distributed by Westinghouse and General 
Electric. 

Q What else did he Say, if you can recall? 

A Well, we were going to buy the stock before it 
went public, and it was expected that we would make a very 
nice profit from this stock after it went public, 

Q Do you recall anything else, sir? 

A I recall that there was talk of a split, of the 
stock splitting before the public offering was to be made, 

Q Do you recall anything else? 

A No. . 

Q Well what, if anything, did Mr. Carr tell you a 
about other companies being interested in the Paragon device? 

A Well I recall, as I said, General Electric and 
Westinghouse were going to distribute this by some method, 


this connector, 


Q What, if anything, did Mr, Carr tell you about 


_ the purpose or the use of the capital being raised for 
Paragon? 

A By my recollection I don't recall any particular 
mention being made of the use of the money. 

Q What, if anything, did Mr, Carr tell you of the 


sufficiency of the funds being ralsed for Paragon? 


[64a] 


in Virginia, if not by telephone. 


Q But you do not now recail whether they took place 
at your mother's home or on the street or over the telephone 


or in the office of Hodgdon end Company, or her e they took 


place; is that correct? 
A I don't recall the exact place, no. 
Q And you do not recall now many such conversations 
you had, do you? 
A 


Q stir: guestions by Mp. Webb 


as to what it was that Me, Carr said about this company with 


some precision. How precise is your pecollection of your 
conversation, the actuel substance of your conversation 


with Mr. Carn; that is, what he said to you some five years 


By Ke, Dickste: 
Q Doyou recall exactly 


to you five years ago? 


A Exactly? No. I remember the points of the 


conversation. 


@ Did Mr, Cerr say that Paragon had a licensing 
_arrangenent or distribution arrangement with General Electric 
| 
Convany, or cid he say that they honed to optain such an 


[exe] 


arrangement ? 


A My recollection is that the had such an arrange- 


That that was what he said? 
(Nodding affirmatively) 

Q Did Mr, Carr say that Paragon had a distributing 
arrangement -- also nad 2 distributing arrangement with the 
estinenouse nee or chat they were trylng to obtain or 
were seeking such an arrangement? 

A To my recollection, yes. 

ia} The Lirst? 

A That they had a licensing arrangement with them. 

Q Do you recall being interviewed py telephone by 
Mr. Webb om April 28th, 19657 

I romember being interviewed in '65. 

Q Weve you interviewed by Mr, Webb or any other 
representative of the SEC on any other occasion? 

A Not that I recall, 

Q@ Well de you definitely recall that this was the 
only Gime that you were interviewed? 

A The conversation I recollect was in the middle 
of last year sometime, the first T heard about this. 

Q and was that the only conversation? 

A Other than today that's ali I can recollect. 


Q ‘Did you have a conversation with a representative 


eat 


Q Do you recaii if ir, Hitain discussed tze situation 


With you that you just previously deseribed? 


aloe the sane objection, 


2 = - Ie 
serving Gxomiaer Gress: Ovcerreaicd, 


heed back the gucution. 


tne Reporter read frou the record 


fis Witness Yes, 


and shat aid Fou 
& He toid ms that by tes sad o? tas year, 
pSysent Geuls cover ths guartsely payaents weieh 7 


withéray, Aetualiy, taog Gid sot. 


HY. Shapiro: ita BClugs to asic to Strike the 


“Secually tusy did net," 25 uot boiny re ponsive. 
Roaring Brewin ar Gress: 
By tir, Woub: 
Bid tho paywonts cover tre intozest? 


Ho, 


4ad you ultinately Stopsea sithéravai, 


Correct? 
& That's right. 


ur. Wobu: Vould zou sark this Gocunent, 


as Division Sxbibit No. 62 for igentificatics 


fs tiat 


dir. Eeporter 


19 
410 [798] 
stricken aud tho question is withdrawn. 
Vebb: 
Q You indicated he told you it would pay you S per- 
cont, What else did ke tell you? -VWeuld you go ever it point 
by point, if you cen? 


& \ft was tas-sheltered also. It was a safe invest~ 
mont, paid’ 9 sercent. eciees even botter than Rock Croek,. 
@ bid you persozally investigate the Rock Creek 
properties Loforo you onde the surchagse? 
& Yes, 
= wont dove to Josk at the buildines and cane back 
aud told ler. Ea “at I didatt think they leoked too 
substeaticl, 
Wheat did he say to you? 
A it didn’t sotter. They pnaid well, and I 4 
have to live trore. 
Q 
Wise Hones, 
A Yes. 


Q Upon whose recommendation did you make that purchase? 


Q What did ir. Kitain tell you about Wise Homos? 
& 


Wise ones ves a botter investuent then Jin 
Walters. 


Q 'I2 you know, vhat kappeaed to tke prico of Wise 


Bed 


20 


The grownds?¢ 
ie've asking nov for a result, 


I'm rot eoriee fer a result. 


g Examiner Gress: I'Li tase at. 
| 
continued going down, end 
X talked with Witain and asked hin vaat ve 23 wrong, and he 


enia they canted the stock 


put all their pesz 


hoy canted to do what? 


The Witness: They wanted tire sto ek to go down 
because they wanted to put ail their people into this stock.’ - 


," vhou Go you cub by thet, 


eee er an a Cah eR AS A Pann abit 
AAR RA Ore RL LENE el i A Sk le oe hae eine At ae a NN EE AOI OTE TAIT 
* WA. 


. Kitain over Gisevss vith you your 79,600 


vibed eavlior? 


Ne. ik&tain thought Ir could have @ better income 


if I vould 2tso put part of my trust into these reality holdings. 


Q Well, wuen did he discuss with you the trust fund 


that you hed, anprexiactoly? 


baa 


Seno tine sa 759. 


ny (1016] 


It was to be used for that purpose; also for detecting rail- 
road hot boxes and == well, I don’ vemember the 2ull 
Getails of that. But certainly it was for a venture that 
was speculative, and to make money. 

Q iYou indicated. sir, tha cnt you a docunent. 
@ nine-pase decunent. 9 Gid ke te21 you in an oral 
conversation, if he did s to you about this? 

A Well he toid me about this new venture, that it 
would be profitable Zor me even though i+ would be 
speculative; that at this perticular point this was the 

that there vould be another == or that 
irm would so public at qa higher price later on, and 


he initial -- on the ground 


What else do you recali, sis, in this conversation? 
A Yell £ do recall that it was a procutative . 

venture. f a that I would be goins into. 
Bovever I certainly cunc 

Edo remenver .S Farticviar decument there. 
was a reference to the fa at the Hodsdon firm did not -- 
it was not with their approval. However in my mind I- 
certainly knew that the Hedsdon firm nust be aware of the 
fact that their salesmen are involved in it. ae 
Me. Shapiro: I’m going to have to move to strike 


the last portion of the ansver. 


[sg 


household goods] 


Q Do yt » said during that 


converseticn? 


A On t I was to make a 


Latez appointme 
Q Now, what transpired after 


this discussio! 4 
A Wel tment to see him I 
went down and t Yon-Pak, at which 


tine he vent J 2 conversation on the 


phone only in | 


Q WL 3 of this second 


meeting? 


A. ve me @ little more 
information § rough the same infor- 


ava as a new means of ship- 
ping, et ces wz? him ix they had developed a new 
i 


material with which to ship ox which to use in vas container 


mation about 


and he said No, it was just a new way that had been developed 


BES they could reuse the same container. 


So after that little discussion he went on and 
then told me about the growth possibilities of Van-P2k, that 
it had not done very yell in the previous | year, and that 


- they had made some money which had been neta in the 


Boa aayen And then he told mo that they had t2lxed to the 


oan en (1016 ] 


it was to be used for that purpose; also for detecting rail~ 
road hot bozes and << well, I don't remember the full 
Getails of that. But certainly it was for a venture that 
was speculative @, and to make moncy. 

Q You indicat : : 1@ sent you a docunent. 

@ nine-page document. ¥ sid ke tell you in an oral 
conversation, ix he did sheak to you about this? 

A Weli ke toid me about this new venture, that it 
would be profitable for me even thoush i¢ would be 
speculative; that at this particular point this was the 
initial opportunity; that there vould be another -- or that 

ke firm would go public at a higher price Inter on: and 
at the initial -- on the ground 
‘ he 
Wkat elise do you recall, sir, in this conversation? 
Well £ do recall that it was a speculative . 
venture. It was speculnticn that I would be goins into. 
Eevever I certainly czmmected to make a profit. 

I do vremenser in this particeziar decument there. 
was a reference that the Hodsdon firm did not -- 
it was not with their approval. Nowever in my mind. I- 
certainly Knew that the Hedsdon firm nust be aware of the 
fact that their salesmen are involved in it. ae 
Me. Shapiro: I’m going to have to move to strike 


the last portion of the ansver,. 


5 ‘4.3 


| [sg 


household goods or items in. 


Q Do you recall anything else he said during that 


conversaticn? : 
oe ® 
ae 


A On the phone? No, except that I was to mate a 
latez appointment to see Mr. Eibler. } ! 

Q Now, during this discussion, uhet transpired after 
this discussion? 

A Well, after I made an appointment to see him I 
went doyn end talked to Hr. Kibler abcut van-Pak, at which 
time he vent into approximately the same conversation on the 
phore only in more details. 

Q Will you tell us tke details of this second 
meeting? 

A . In this conversation, he gave = Little aes 
information about Van-Pek. He went through the same infor- 
mation about the containerized methed as a new means of ie 
ping, et cetera, and I asked him ix they had developed a new 
material with waich to ship or which to uso in ee container 
and he s2id No, it was just a new way that bad soon developed 
Bare they could reuse the same ‘container. 

So after that little discussion he went on and 
then told me about the growth possibilities of Van-P2k, that 
it had not done very well in the previous year, and that 
they had made some money which had been reinvested in the 


And then he told mo that they had talked to the 


company. 


State Department and it had been cleared with the State 
Department, their means of shipping, and that the State 
Department had informed them that they would okay their 

type or means of shipping household goods or other items 
overseas for their civilian personnel, and at which time 

Ur. Kibler mentioned that of course AID and a few other 
agencies fell under State Department which would be included 
in this agreement with the State Department. 

' They did have some contracts with the Defense 
Department and they expected to get a large number of con- 
tracts through AID and the State Department and other agen- 
cles which fell under the State Department. 

And then he gave me the possibilities of the ~~ 
growth of the stock. He expected by late fall thet in all’ 
probability that it would increase a point or two or a Boonie 


of points, and then he gave me a little more information 


} 
about over the period of time they expected the stock to do 


very good, within a year or two, that it would increase 
rather yapidly in his opinion. 

e | Did he tell you any reason why he Tee this 
stock to inczease rapidly? 

A | Well, mainly for one reason, that the State De- 
partment had cleared that and they expected to get a great 
deal or 2 great number. of orders or whatever you refer to 


through the State Department for moving their personnel. 


paaa 


Q Were all these purchases made at Mr. Hodgdon 's 
recommendation? | 

A Yes. 

Q Do you recall any Tene in which you did not 
follow the advice of Mr. Hoégdon? : 

A No. . 

Q Do you recall any purchase that was made at your 


suggestion? 


A No. 


Q Do you recall purchasing Van-Pak securities? | 
Yes, sir. : | 
| va 
Approximately when did this purchase take place? 

A Sround April of 1952. ! 
Q ‘Would you describe the circumstances surrounding 
the purchase? | 
A Mr. Hodgdon called me on the telephone and ex- 
plained what this security was. 
Q Just what did he say-Van-Pak was? Rather than 


summarizing, what did he say that Van-Pak was? Tell us in 


detail. 


A Well, he said Van-Pak was a new type of roving | 


company, that they had developed a new type of container 3] 
in which they were going to ship goods, household goods, 
especially service men, and that they were supposed to have 


or be obtaining Government contracts whereby they would move 
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these servicemen, especially overseas. 


Q what else did he say about Van-Pak? 


p: Well, that was the essence of it. He felt that 
t should grow rapidly because 


it was @ good investment, that i 
or these Goversment contracts. 
What, if anything, was said with regard to dividends? 


Q 
hey were not at the time p 


A I believe he said ¢ aying 


dividends but chey expected to S 


cart paying dividends. ~ : 


d about Government con~ 


Q What, if anything, vas sai 


tracts? 
ur. Shapiro: © The witness has already testified 
to that. if you wish to.refresh her recollection, do 50. 


Hearing Examiner Gross: Overruled, 


Ur. Timmeny: Read the question back, please. 


(Whereupon, the Reporter yead from the record 


/2S requested.) 


The Witness: Ee said that Van-Pak was expecting 


to get Government contracts, 


By Mr. Timmeny : 
out the company ‘S 


Q What, if anything, was said ab 


forecasts, its future? 


A They expected it to pe very good. 


Q pid Mr. Hodgdon attempt to characterize the , 
general nature of the investment? 
4nvestnent ; 


& Not other than that it was 2 good 


ebs89 be 17 ~4 


he felt, for me. 
Q What, if anything, was said about profits in 
Van-Pak, realizing 2 profit? 


He felt like I would realize a good profit from 


Did he mention a period of time? 

Hr. Shapiro: I'm going to have to object to the 
last question about what he felt. : 

Hearing Examiner Gross: I think it is pretty 
evident the witness has exhausted her recollection of the 
previous conversation and f think in that Light ane question 
is proper. : : 

Go ahead. « 

Mr. Tirmeny: Would you read back the question, 
please? | 
Cihereupon, the Reporter read — the record as 
requested.) 

The Witness: Hot specificaily. I would say 
short-time would cover it. 

Hearing Examiner Gross: Is that ohat he said? 

The Witness: Y recall he said a short time, I 


don't remember anything specific, 


By Nc. Timmeny: 


| 
Q Now you-testified that this all took place during 


the phone conversation. 
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A I don't recall that he did say anything. If he 


did, I don't recall it. 


Q Did he discuss the services that the firm would 


I don't recall that he did, no. 


in oe i ek ne ln eT A Teal sl 


Have you ever purchased Van-Pak, Inc. securities? 


A Yes. 
Q Would you tell us the circumstances surrounding 
your purchase of Van-Pak, Inc.? 


A Well, I called Mr. Haight one day and told him 


that I had about $500 to invest and I was wondering what 


stock I could invest in. After talking for a few minutes, 

he mentioned the Van-Pak to me, and he said -- 1 believe he 

said that it was a speculative stock but similar stocks he | 

had recommended to other customers had turned out very well. 
Q I'm sorry, = didn’t hear that last. 


4 That similar stocks he had recommended to other 


ae ig TA) IR RNEL ORE TPE) DON TT ey Poe ere 


customers hed turned out well. 

Q What else was said peout Van-Pak? 

A When the price doubled, I could sell half and 
regain my original investnent. 

Q . Did you purchase Van-Pak during this phone con- 
versation? 

A ves, I did. 


Q About how long had the ~~" 


an me bea 


A I couldn't tell you. It was on Dinwiddie Street 
in Arlington, but I couldn't tell you the exact address, 
The individual was Francis X. Githool. 
Was this near your hone or sone distance away? 


It's about a mile away. 


Q 
A 
Q What happened? 
A 


I received a call at Nr. Gilheol's nome from 
Mr. Carr. He said that he had a situation that he thought 
I might be interested in, pointing out that it: was Van-Pak, 
and thet they wore developing or bad developed a& new nel 
Shipping container thet was something very much in demand 
by the shipping industry, end that he felt certain that the 


stock vould appreciate considerably because of the great 


demend for this procuct. 

At this tine, did you answer the telephone? 

No, i did not. | 

Who did answer the telephone? 

As f recall, it was Mr. Gilhool. 

Ang what did he say to you? 

Ee told me I was wanted on the phone, that it was 
Mr, Carr, and ke introduced himself and said he had this 
situation and thought I should be avare of it right away, 
and then went into what the security was. 

Q Did Mr. Carr indicate to you ahether he had tried 


to reach you at hone? 
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Mr. Shapiro: Objection. 
Eearing Examiner Gross: Sustained, 
By Nr. Timmeny: 
Wheat other aspscts of this Situation do you recall? 
Well, I 2ssume a 
Mr. Shapiro: Objection to anything assumed. 
Hearing Examiner Gross: Tell us engentne that was 
said in the course of the conversation with Mr, Carr, what 
he said to you ard what you said to him, the substance, if 


you can recall, 


TheWitness: Well, I do recall asking Mr.Carr 


42 he had a prospectus. He said that he had, and he would 
send it to me. And I asked him 1f£ I could wait until then. 
Ne indicated that it was fairly urgent that i make up my 
mind nov, that he cnly had a very linited number of shares 
leit, and by the time I got the prospectus perhaps he 
wouldn't have the securities to sell ne. 
By ir. Timneny: 
Q During this conversation, did you asthorize 
Mr, Carr to order Van-Pak for you? 
4 Yes, 4 did, 160 shares. 
One hundred shares? 
Yes, 


At what price? 


$5 pex share. 
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per share, and If asked him what was available and he suggested 
I take a hundred shares. 

Q What, if anything, was said sucet future prospects 
of the stock? : 


& Weil, he stated that he was certain that the stock 


~ 


would appreciate and that f would make money on it by virtue 


of the demands that were going to be made on the company 


for the manufacture of this product. 


Q Did he estimate how high the price would go? 
A To the best of ny recoliection, he indicated it 
vould double or better over 2 period of tine. 


” 
Q How long 2 period? 


A Over six months, as I recall. 


Q . Buring this conversation,did Mr. Carr say ater 
or not these securities were registered for sale in the 
State of Virginia? 
A. No, sir. 
Q Prior to this conversation, vhat had been your 
last contact with Mr, Carr? | 
A Well, I had seen him occasionally at different 
places about town bet hadn't had any business transactions. 
Q How long a period since your last business trans- 
action? — : 
A Probably five or six years. 


However, =I had been contacted by other 
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representatives of the company during that period, 

Q Had you had any other purchases through Hodgdon 
and Comrany during that period? 

A No, sir. 

Q Had you made efforts to reach Hr. Carr during 
that period? 

A E had on cecasion ard he was always tied up, and 
Y always--! It was my opinion that he was not particularly 
in the field of selling but he was more in the management 
field. 

lir. Shapiro: i am going to object. 

Hearing Examiner Gross: Sustained, 

Everything after “it was my opinion”, strike, 
By, ir, Timmeny: 

Q@ During this conversation with Mv, Carr in regard’ 
to Van-Pak, what, if anything was said about Van-Pak's 
financial condition? 

_ & Nothing that I-- Nothing. 

Q And you have indicated that you directed Mr. Carr 
to order Van-Pak Zor you during this conversation? 

A That is correct. 

Q Did you receive a prospectus? 

A Yes, I did, at ny request. 

Did you read the prospectus? 


I did. 
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Then what happened after that | 


A Well, 2s I said, we talked subsequent to the 
first visit. 
Q About how long after? 
A I think the visits vere rather of short interval. 
Tney were within a relatively short period of time, 
On these visits, Nr. Davis told ne that this 
stock -- that t any was goin: be a terrific in- 


vestment, that it was a real hot issue, thet he didn’t think 


I could afford to pass this up, that the company had sone 
type of a now process of storage or moving, and that they 
expected to get substantial Government contracts that vould 
materially inerease the value of the stock in a very short — 
tine, : : 

As I said before, I told hin that I didn't have 
any moncy at the tine to invest, but f aia have ten shares 
of General Motors stock that I had purchased and held for 
some time. Ur. Davis said that the Goneral Moters stock 
had not moved, which at that tame was crue. It had not. 

It was at about the same price I bought it. 
: j 

And he suggested that I sell the ten shares of 
General Motors stock and buy 100 shares of Van-Pak, which 
was then $5 a share. As I say, he represented to me that 
this stock was going to be a good, sound investuent and, 


nore than that, that it was likely to appreciate two or 
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three or four times in a very quick period of time. 

Q Did you order Van-Pak during one of these con- 
versations with Mr. Davis? 

A Yes, 

Did you purchase Van-Pak? 

Yes. 

Bow did you pey for your purchase? 

My recollection is that I paid for it on an ex— 
change of selling the ten chares of General Notors stociz 
through Hedgdon aad Company. Tne money from the sale of 
the General Motors stock was applied to the purchase of the 
Van-Pek, and I think I got back a credit of $45 or $46. 

Iir, Timneny: lx. Reporter, I ask that you nark 
these two documents for identification as Division Exhibits 
No. 10G6(a) and (b}. 

(The docunents were marked 
Division Exhibit 106(2) and 
(b) Zor identification.) 

(Documents handed to Counsel for the Respondents.) 

Me, Sheviro: No objection. 

Myr. Timmony: I offer in evidence Division Exhibit 
106 (a), which is a confirmation for the sale of ten shares 
of General Hotors stock at 55-3/4 with a trade date of 


Februsvy 23, 1862, addressed to Nr. Donald R. Brenner, and 


lirs. Sandra F, Breuner, 3700 Mess, Avenue, N. W,, Washington, 
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but also wh2t our eventuel reason for inves sting, whether we 


needed income now or inceme inter or growth or what. 
Q@ What did you tell hin az to your objectives at 
that tine? 


@ wanted financial ind lependence in the future. 


need money at the present tine, 


yRat did Mr. Davis tell you? 


He drew out 2 schedule there for us where ve 


wat of money in CHESTS — 


wie it divided in 
certain percentas S$ far as the investment picture was 
concerned, 


He also calied in at that tine Ur. Kelly who vas = | 


ance counselier at that poiat to go over our 
insurance picture so that they could shoy us what they vanted 
to do, shov us how we would be Self—insured through proper 


investments. ‘hey drev a little diacran showin g how insurance 
| 
nvestments cone across and 
at the point they meet, you are self-insured. — 
So ze recommended that we sell our insurance, , 


turn it in for cash vaiue and then just buy term insurance. 


Q Who rsconmmended that? 


My. Shapiro; dust a moment. May I hear the wit- 


hex answer? 


26 (s02). 


Hearing Examiner Gross: Do you want it read back? 

Mr. Shapiro: No, f would like to have the witness 
finish her answer. 

fere you still talking? 

The Witness: Yes. 

Hearing Examiner Gross All right, finish your 
answer, 

‘Phe Witness: Hr. Devis and Mr. Kelly said for us 
to sell what we had and to purchase $10,000 in term insurance 
ang lr, Kelly would be abie to sclect’a company which would 
give us a straight-cost tern Snearance and at the point we 
would be self-insured they vould let us know so we would. 
just cancel that and then from then on, we would be self- 
insured at that point. 

By ike. Webb: 

‘Did you take that reconnendation? } 

Yes, we did, i 

iWe got our cash savings which we invested in stocks 
which tle. Davis recomucnded to us. 


Q iDid you purchase insurance through the Hodgdon. _ 

A ‘Through ifr. Kelly of the Hodgdon firm, and we s zi 
carry that insurance, — 

Q iDo you recall anything else about that conversa~ 


tion which you have just described? 


[iso2 ] 


Yes. 

Mr. Davis explained to us that the Hodgdon way 
of investing was an overall type thing and that it had-- 
They had to have the complete picture in order to help us. 
It couldn't be an isolated thing of just buying something 
or selling something, that it was the idea of building a 
cushion or building 2 reserve to call upor i at future 
tines when we would need it, and that they needed the overall 
picture of our resources ard investments in order to be gully 
helpful to us. : 


Q Do you recall anything elise? 


A Well, the fact that onything that he would sug- 


gest that we buy would be scmething that the company gould 
certainly be bohind it ond have good knovledge of, that 

tir. Eodgdon in most cases would be a director on the board 

of these things and know well what was Sone on in the company 
nd that he himself would not tell us anything to invest that 
he himseiz did not have some of, tco. : 

Q Do you recali anything else, irs. Mcttullen? 

A Well, the fact that we would have to have complete~ 
confidence in him and confide in him totally and have faith 
in his judgement as to the various things, you know, that we 
vould be going into or that he would be suggesting to us. _ 


Q What, if anything, was mentioned about the Hodgdon 


services? 


A Well, that we as clients, as every client or 


every account that Hodgdon would have, would have the avail- 


oo 


ability of any services that they provided. They had ex- \ 


perts in the various fields there, and that even aS a snail 
investor, which we wouid be, we yould have the benefit of 
all of these ~- of the inowledge that these experts had. 

Q Do you recail ont type of experts were there? 

A Well, the insurance, for one, the man that we met, 
put it was an overeil thing that they had. f don't know 
specific gentlemen for specific areas. 


_—. 


Q What was your experience and your husband's ex- 
perience in securities at the tine when you spoke to Mr. Davis 
in 1960? 

& My husband at that time had had no prior exper- 
ience. My prior experience was what I explained to you in 
the fall of '53 where J met Mr. Davis. 

Q Waen you purchased one security? 

& And purchased the one, the Putnam, 

Q he Putnam Growth. That was the only transaction 
prior to the-- I believe there was also Mid-America Life, 
a purchase in 59? 

A Yes. 

That Zollowed the Putnam. 
Q But there were no other transactions with other 


prokerage firms prior to -- 


[ses] 


Yes, 

All o2 these real estate funds he felt would be 
im the vicinity, as he said, of 9 to 13, probably 9 percent, 
or 9-1/2 vould be the most likely level at which it would 
sell, 

g Wheat i2 anything was mentioned about the relative 

safety of this particular investment, tietropolitan? 

Hearing Examiner Gross: Relative what? 

Kr. Webb: Safety. 

The Witness: Well, this was a new offering in 
the real estate field. It was a Specs type thing, though. 
That's what he said. : 


By Hr. Webb: 


Q What did he say about a special type thing? 


A — Well, certain things that Mr, Davis told us about 


he said would be speculative; in that our aim was long-tern 
growth, he said his advice to us was that he didn't know of 


anybody who ever got rich on blue chiss because they just 
varied a few points, and anybody who was going to make money 


on it made it many, many years ago, and that these would be 
the blue chips of tomorrow, this sort of thing, und that we 
should-- Being in the position that we were, that we were 


looking for long-term growth, that you do have a certain 


degree of risk in a speculation but that we were in a position 


by the fact that our responsibilities vere few, would be 


Gsze | 


abic to have an ocension2l loss in these that would be nore 


ovwth in those that were success- 


. heared 


than offset by the creat gr 


ful. 


He explained this to us b e@ also said that all 


that he was cffering to us were things that 


, too, that-he owned himself ana that the 


1 7 
company had-— Generally liv. Hedgdoa would ke on the bo2rd 


- 


of Girectors ez in sone way very EncowLedgeabic. 


fm I corzect, is that in response to the specific 
specific security we are talking about now? 
€ the testimony is 


this security and 


he Aw 
thae iicrs. 
man 
ine: 


correct? 


Ce 


As» = Ti rn eo fen o. 
Fearing Exaniacer Gre 


By Me. Webb: 


Well, Mrs. McMullan, do you recall a purchase of 


of Salada Foods in August of 1961? 
Yes, = do. 

Upon whose recomuendation was that? 
Nr. Davis. 


Do you recenii what Ma. Davis told you about 


| Gee) 


The Witness: And it also states) in here in 


yenus we would double our davectmpat. 


abort tivo Tnis is 


stated abeut 212 of the things, that 


2d Soon 


fits. And he generally told us 


» how much we cenld expect and in what length of 


Co fatct 


| 
time we could expect 1% 


conversation, 


look at them 2gc 


Poll 4% was being c2Zeved at five dollars 2 
if 


nro and he vould say it would be worth ahout ten dollars 


a the Cozunent sho ig holding, rather 
then testi: 


tr. 


“etropolitan Securities 


vy, i can't hear the witness. 


Ey Ex. Webb: 


Q WL1lL you tell us the conversation regarding the 


LG porces? 


(Eanding document to the witness.) 
ny notes 
ebout Grbac es doseribe 
aze sketchy 
On this cconvezcatvic ocs ti CLI fous scecliection? 


jECtlLone 


Heandner Gress 


EMAULNOL 
cverything chit yen remember about ths sation with 


Te Peele. ic ’ sree esas ns 
Me, Davis sogavding Gxbit? 


Chae we could 


Cxpect & gveat profit Lzem Lt. 


g Uxanines Gross: Do you recall 


7. 
Yoo. 


25: ALL right. 


Q Uould you pleace icols 
and see WEevkhor the’ can zeZvesh your vecolicction as to 
Qkoeunt of orelit was mentored? 


Ee said 1 to S points profit, 25 to 75 


noi. puschase price? 


ZI will offer Division 
into eviceres, 
Exaninex Grozs: 


I seem to ke coniag kack with ¢ 3 33 But 


a te f2In .! 4 ole - af, ate T45 oq fo 
I think this is Rest Luosrvany : ething abouts 


Ce 


The Witness: At tho tine liz. Beavis offered rs 


to of2er 


now purohace fay less then that. And it kad to be nultinles 
than that. 
Se wo aid te3k hin to buy 3 shares. At the 
wae giver to us he called to say ke conlé only 

get us 50 shozos, ve contests TEES 200. : 

By My. Yebh: 

i] iss, Ueliullan, do you yvecail purchesing in 

Februsry of 1862 50 sharos of VanSak, Inc. omen Stock? 
Yes, Go. 


Upoawhose recommendation wes that purchase? 


told you in connection 


A 
Q 
A 
Q 
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with this purcbese? 
id that for two or three years” 
~~ they had attempted to be able 
to be exempt from 2 certain ICC suling which would allow 
then to cxsand from a very fey lceartions to many, many 
locations throughout the world. And that it was a 


HQBVY new yrscoss of contoainerize 


moving household goods 
foucd around the world. And 
that it wes only good for Longs tern, not for short haul 
Or anything like thats thes it was only competitive for 
long distances. And that by being , 
ruling, ox Eaving recoived this ruling o2 the ICC, that 
itive and ke a socd percentage 
below thelr conpetitors like layflover or the cther large 
houschold goods. 
that they expected this whole thing to 
’ be culminated within a short time, and that it was ready 
to seally move. And 2il of the slack time of it had 


alzeady passed, that thines vere ready for culmination 


“at this point. And they really, you know, start with, 


oh, I think something like 550 bases. of operation throughout 


the world. And it would be very fast frea new on to expand. 


r 36 oe 


Q 


4nd did you have any conversation with Hr. Davis 


weceived that prospectus in rels tion to those 


after you 


narkines? 


A Yes, we did. 
| 


Wall you tell us abeut that conversation as 


345 


Sele you aad what you told hin? 


Uy husband bad great zeservation ebout this 


Mee 


Uz. Davis, you know, it just 


And he at that time said just to ignore 


| 
t OES COREE And 


their knowledge oF 


% is going to henpon. Theat cox 


required as to what you can put in 2 pr spectus, 


2 very bicek picture. 


Ee: = 
Whose knowiedge? You mentioned somebody's 


Hl 
i 
\ 
mcd 


Rowicdge of Hodsdon andl Coapan ny and their 
| 


it says "Charley, see pages 


G and 9." Do you recali eny conversation with respect to 


peges 6 and 9? 


A kes. lx. Davis marked where it shoved incone 


And this was where ny husband had made the 


pertinent 


I'm sorry, live, Nelullan. 1 
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purchases of Apache Realty Corporation. 
A , I am sure I made notes at the time, because 
I would have had to describe this to my husband, 
Qs But Cid you-- I withdraw that. 
_ ud thet would have been the purpose of your 
taking such notes? 
A Yes, 


Q Dic you make any notes, either in shorthand 


of Dart Drug? 
A (I gon't recall offhand if I have that or not. 
You don't rec2il whether you mnie notes or not? - 
A | in every case I made notes at the time of the 
conversation with him, with the exception ofthese few 
tines thet we did not purckase Quring 1960 because our 
imited. 


‘You mean you made notes whether you purchased 


,I mace notes whether I puxchased or not in 
every instance where I thought there was a possibility 
that we might invest. 

| During the course of conversations with 
Mr. Davis where he offered things to us during 1960 when 


Iwas not working, and I knew we.did not have the funds-- 


[2701 | 
A _Yes. And it was as a direct result of speaking 


with Mr. Davis about Van-P2k. 


Q But did you not already have a prospectus in 


your possession at the time you transcribed these notes? 
A No. Because it was not the generat manner of 
procedure for Mr. Davis to awe us @ prospectus at first. 
Our reliance Was completely upon hin, and it 
was only because my husband had resezvations about this 


offering thet he insisted upon seeing a prospectus 


before he made his decision. | 

Q Can. you tell us the context or circunstances 
of Mz. Davis’ comment to you that what is shown in the 
prospectus shows experiment costs for three or four years, 
shows expenses rather than capital outlays? 

A This I feel was because my husband had the 
reservations about this and wanted the prospectus, and I 
feel that this wes said to ne by lr. Davis betweenthe 


time he mailed the prospectus to us and the time we 


received it. An@ this wes an explanation of his comment 


and marks in the prospectus. 
Q And this, then, would have been transcribed at 
least after your second conversation with lr. Davis, 


would it not? 


A As far as pinpointing the exact time that this 


was written, I would have to say that I am not certain 


woG0 ~ $9 
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you about the ICC status of Van-Pak? 

A I recall that he said they had been working 
for two ov thzee years to -- I don't know whether it was 
to reverse 2 ruling ox to make thom exempt from a ruling, 
Or x i put whevever i¢ it hed been cul- 
minated and now they were able to expand their base of 
operations from a few Locations to about 2ive hundred and 
fifty locat: ‘ that they would have 
contracts with the government Zor tke transportation of 


household gceods of veterans, milivary personnel and 


Civilian pexsonnel for the goverment around the world, 
and that it vwovld enjoy very good sales, and it was at 
the point nov where this would start. 


Q isn't it a fact thot My. Davis told you that 


cand that. Would you repeat it? 


eneFak had Zormnerly engaged in business as an ICC 
sea carricx? 
= don't understand that question. My under- 
standing was that theze was something about other companies 
being regulated by the ICC, such 25 Mayflower and all of 


these others. There was something about @ ruling that 


carriers kad to Lolloyv of abide by, chat they, 2s a result 


cross—examination the way the question is framed, , think 
the usual procedure -- and if I am wrong, you correct me 
now -- I think is to ask her, does she recall what she 
testified? If she recalis, then other than that he assumes 
certain parts of it in the question. 

The vitness doesn't have a chance to say whether 
she does or does not -— 

Hearing Examiner Gross: This is a question on 
cross-cx2nination, Hr. Leonard. The witness can either say 


Yes cr No. 


ir, Leonard: Hy objection is that it isn't sus- 


ceptible to tht. 
Hr, Dickstein: It assumes merely a fact in evi- 
gence to which she testified, 


' Hearing Exeminer Gross: Proceed. There is a 


Ansyer the question, please. 
Thevitaess ; Van-Pak is the one that my husband 
___ insisted that we see beforehand. Other prospectuses were 
sent to us with the confirmation, 
By Mr. Dickstein: 
And when you received them, did you look at them? 
No, 
I wouldn't know what they truly et. I might 


glance at them, but not really read to understand, 


va 
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Our whole decision to purchase would be based 
on what tir, Davis told us. : 
Q Zi understand that, Mrs. HeMulian. 
You say you might nave gianced at then? 
“Here it is,” that wouid be the thing. We certain- 
not read them, 
When you say "we did not read then," -- i'm not 
whetner you read them from ccver to cover, or whether 
you read then with understanding. i am a you whether 
you ~- let's taik about you as distinguished from your 
husband -- looked at then? 
A The cover, to file, but not to read. 
Q You never varned beyond the Covertpase? 
A Oh, possibly flipped through bat never to read. 
&S I say, the Cecision was made when we received 


the prospectus. 


Q Which ones dia you flip through? 


A % could never say that. 

Q Are you saying that some you flipped through and 
some you did not? : 

A i em saying that the matter ote closed matter 
in our minds by the time we received the prospectus. Our 
reliance was totaliy on Mr. Davies I monte not understand 
what the prospectus would say. I aid understand what 


Mr, Davis said, for the most part. 
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g But whether you understocd it or not, on some 


occasions you flipped through the prospectus? 


A The same as you would flip through any magazine 


or anything else. 
Q On all cecasions, would you at least look at the 
first page, the cover of the prospectus? 
A ‘It would depend entirely upon ay personal schedule, 
susked I cas at the time, 
Q ‘What about your husband? Did he ever flip throuss 
prospectuses? 
A liy husband and’ I did not arrive hone at the sane 
Zido not know what my kusband did. 
‘Aside from the Van-Pak prospectus, @id you ever 
have any occasion to discuss a prospectus with your husband? 
Hearing Examiner Gross; With whon? 
By lis, Dickstein: 
With your husband? 
We discussed that prospectus (indicating) because -- 
Excuse me. 


When you say “that prospectus" you are referring 


VYanePak, 
asked, aside from Van-Pak? 
don't beliove that we did discuss it. We had 


i by Mr. Yavis that the way the prospectus was 


43 


written was always very bleas, 2 very sad picture and 


hat * 


i? veople based their decision to purchese on tke basis of 


the prospectus, nobody would ever put a cent into anything. 


Q I believe you testified you were told that in~ 


connection with the Yan-Fak prospectus? 
A ‘ : %. # F remember correctly, 


about every -- about ahaa whenever the question cane 
i 
| 


up. don't vecali imzecc dintely wnexz our question cane up. 
Q Yell, would that questi 

the Van-Pak? 
4 Ss I say, I co net remenber ghen, 
Q well, did you cver see & prospe ctus, other than 


Van-Pels, prior to what you refer to as your decision to 


purchase? 


! 
A Each time, as = snid, the prespe ectus cane with 


the confirmation in tre mail 


A Ang that was z: ~ insistance. We would have 
followed the nozm21 routine £ wy husband had not insisted 


that we see it, and when Hr. Davis agreed to send it, he 
said, “I will send it, but don't pay any attention to it, 


It will not reflect what the situation truly is." 
Q Do you recall ir. Davis ever saying that with 
regard to any prospectus other than the Van-Pak prospectus? 


A Wnen . he said this, ny recollection is that this 
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—_ 
Was in reference to ali cause of the Way 


such offerinrs be 


the regulations Stated a prospectus MUSt be written, 


Q Do you recali hin Saying that on eny occasion 
other than your discussion of Van-Pais? 


A 4s I say, f don't Eno Cher the discussion came 
Up. I could nox testify to when the discussion came up, 
When it come up, My, Davis explained to us that che prospec. 
tvs never reflected what W2S going to happen. The regula. 
tions precluded that being in the prosr 


Chase of Van-2a1:? 


A I do not know when that cane Up, as I have states 
Several tines to you, 


You 23d look at the Van-Pak pros ectus, dia you 
bs) Pp 3 


A Yes, 


Q Did you look at that portion of the prospectus 
right on ths cover sheet which deseribes the &rnount of under. 
writing discount and COnniSSions payable to the underwriter 
in connection vith the s 


a 


le of these Securities? 
(Handing docur:ent to the witness ,) 


This in req? 


No, lintan, j 


refer to the numbers at the top in 


faseo: 


Washington, D. C. 

Q And who was present at this neeting besides you 
anag Mr, Harper? 

A As far as I remember, only he and I were there, 

Q How long did the conference last, as best you 
can recall? : 

A At least an hour. 

Q And during this conference, urs j Metger, what did 
Mr. Harper say to you, and what did you tell hin? 

A Mr, Harper said, when I told him I had no ex- 
perience with investment matters, that I had never worked 
through a broker other than for that Philadelphia Fund, that 
they were counsellors and that their specialty was financial 
planning for people who wanted to increase’ their returns, 
and that I should consider him like ny poeta that he would 
then be able to kind of diagnose my financial potentials 
and possibilities. 

I reacted to this with confidence. They, after 
all, are a big company and set up for the purposé of finan- 


cial counselling. 


9 _ Do you recall anything else, Mrs. Metger, about 


this face-to-face conference? 
A I was told by Mrs. Harper that they had a formula 
of investment policy for people like me with this particular 


purpose in mind, increasing retirement income, and he spoke 
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do not remember,’ I just am not sure, He may have, I don't 
remember . 5 

Q Do you recall purchasing one unit of West Falls 
Shopping Center in July of 'G62 for $2,009? 

4A Yes, 

Ypan whose recommendation? 

A ir. Harver’s. 

Q What if anything did Mr. Harper tell you about 
West Falis? 

wore operating the shopping center in 

the shopping center and that ~~ 

Q Who is “they"? 

& Well, the company that owned the shopping center. _ 


ZI don't remenber whether he told me that they were the 


owners of the shopping center or partners in it. I know that 


it was in a shopping center and that it was at that time 
supposed tobe a goed tocation and had good Couantee and so 
I savcntea ~ thought one could not lose in a shopping center, 
Q Bo you recall what he told you, if mens 

about the yield? 

A Goad yield; £ daft recall the percentage. 

Q All right. | 

Do you recall purchasing one unit of Lord of the 


Flies in August of ‘62 for $525? 


4 - Yes, ‘I vemenber that, I do, yes. 
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Upon whose recommendation was that purchase? 
Mr. Herper's. 


And what did liv. Harper tell you about Lord of the 


A He told me that this was a movie made from a book 
that was very widely read in colleges; that it would probably 
be very popular with young people and that I could probabiy, 
double my money on it within two or three ines as far as 

renember, i 

2 Do you recali how ano times ur. Earper called 
you about Lord of the Flies? 

A Well, several tines, because I had never invested 
in a movie and I felt very insecure about that, and ny 
husband did not like the idea at all. | 


Q Do you recall purchasing one unit of Richuond 


Motor Lodge for a thousand dollars in Octover of '62? 


A Yes. 

Q Unon whose recommendation? 

A ‘Mr, Harper's. 

Q Do you recall what Mr. Harper said about Richmond 
Motor Lodge? 

A Tnat this was part of the Holiday Inn chain-— 
Is it a chain? -- and that they were located at a very 
favorable point, a business route through that area and 


that it had a very good chance of more or less full occupancy 
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‘The Witness: On the 27th of August. 

Hearing Examiner Gross: All right. 

Let the record indicate that I will take the 
question now and the arswer, and if it develops that Mr. Hirsch 
feels that there will be problems with respect to it, we 
will resolve it at a later time and, if necessary, have the 
witness back, 

Go shead, ask your question, Mr, Webb, 

By Ur. Webb: 

Q What did Mer. Narper tell you about Roseville, if 
you can recall? 
A I don't think I cen recali. 

You wilt notice in the later investments I become 
more and more hesitant about answering details of conzversa<- 
tions because I got into a kind of relationship, like 2 
patient and a ‘doctor, really, like a doctor prescribes sone- 
thing end you den’t question what is in it. So i relied 
upon Mr, Harper telling me about things that were proper. 

Heaving Examizer Gress: Do you recall anything 
Mr. Harper said about Roseville? 

The Witness: 1 don't really. I don't recall. 

; Hearing Examiner Gross: All right. 

Go ahead. 


By Mr. Webb: 


Do you recall any instances where Mr. Harper would 
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bring to your attention or recoumend a security in which you 
did not follow his receznerdation? ! . 

4 Cecestonally &£ did not follow his Ee acommenin tion 

g Ykat were these circunstences? : 

A Oh, it would be that I just did not like want I 
veed in the prospectuses, or my husband had see hesitation 
about it. Very infrequently though. Ye read the prospectus 
and ve didn't really understand it too well, it is so 
invoived, | 

Q Well, at what point in tine did you possibly not 
go Bleng with sene of these recommendations? | 

A Well, it might also be that I didn't have the 
funds or bad other pliens, like travelling or so, that 


could rot take another thousand collars fron ny CGuindling 


Q Where id you got the funds -- just so we fre clear 


: \ : 
on this point -- to purchase the various securities that 


@ccount. It was usually that, I think, 


i 
» 


were reconnonded? ! 


A Where did I get the funds? 


Yes. 


Thoy vere my savings, my life's savings. 


_ Out of where? — 
Out of my work, ~ 
I know, but what particular funds @i@ you take out? 


Weil, I had it all insavings and loan. 


Fe 
50 wee 


the fatter part of 1961 2 bought some Watson Electronics 
Stock there. Tris was about the time of the U-2 incident 
in which they were interested in sharpening up aerial 
photography devices and this partieular firm hed a means 
ef doing this, end I beeaxe interested in the stock, and 
did buy some from tir, Mitain. 

Q Well, have you ever had any doalings in a stock 
called Van-Pal:? 

A Yes, sir, 

Q Who brought Van-Pak to your attention? =) 


A / Iie, Kitain did, in 1962, xk purchesed the stock 


fron him in March; on March 28th,° 1952, 


Q , How did he contact you with regard to that? 

4 He called me at work and indicated that ne had a 
stock that had very fine prospects of doubling itself in 
approxinately six to nine months due to the fact that they 
‘were goings to be doing war work with the Government indus- 
tries for the teansportation of the household effects of 
service people, and that they had a container that was sub- 
stantially petter than most in this business, and they 
thought that they would be able to greatly increase their 
business, 

He did further state that he thought it was a 
good investment, that he was investing in this particular 


thing himself, 
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Would you speak = sir? 

Yes, 

They told ne they were Looking Zor men of intelLli- 
gense and af selling ability, 

Those are the unin things that z recoil about 
those interviews. 


@ Well, did they tel2 yeu how the Hoégdon Firm was 


uniova in the brekerage business? : 

4 fs I rocall, I was told they wore unique in that 
thoy offered a wider variety of services to the pudlie and 
to their clients. : 


Ehat were these services? 


The cane under the heading of financial plansirg, 
: 


I don't recall specizicaliy going into any de- 
tail at that particular time abouy these sa coe 
ne, Gid they tel} you about the 
urities that were being sold by thot firm? 
ZI don't recall any discussion on that point, 
either, at thot tine. 
Q After you vere hired by the Hedgdon firm, did you 
attend its training pxogram? 
A Yes, sir. 
Q And when @id you attend the course? 


A As I recall, tho course was commenced some tine 


in October, possibly oarly November of 1960, and was. finished 
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A. Well, the book itself was not used a great deal, 
as I recall, during the sessions. We were assigned readings 
in the book, and the subject matter was discussed, as I 
recall, brie?zly. 

As the course progrossed, the omphasis was more 
on saies training, becoming acquainted with mutual fund 
shares and questions on the book under discussion became 
less frequent, es I recall, 

Q Well, vere you given any exams on the book you 


nent ioned? 


A Were wo given exanss on the book? 


Q Yes, sir, to test your ability to absorb the 
readings? 

& I doxn't reesll, 

Q ‘Well, during the training course, vhat, if-any~ 
thing, were you taught about finding and selling new cus- 
tosers? 

4 |We were advised to begin theniene about acquiring 
@ list of names to be used when the training program was 
over. We could find such lists, it was pointed out, in 
Goverment directories. I personally used the Yellow Pages, 

-Q ' What other areas were explained to you as possi- 
bly where you could get customers besides the Yellow Pages 
and the Governzent directories? 


A \¥ don’t recall any other sources mentioned, 
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Who told you how to get these sources? 
A I don't recall anybody telling aa toe to get then. 
I recall Mr. Haight saying we should prepare our thinking, 
you know, along those linos because when’ we Some working 
for the firm after the eaters progran w2s over, we would 
have to be able to call on someone, and it — suggested 
to look about for likely lists of names. 
Q Well, were ae lists mentioned, and if they 
were mentioned, who mentioned then? 
Did ir. Haight explain to you chat directories 
he used, if any? 
Mr. Hirsch: It sceng there is already a2 question 


pending, I didn't hear the ensvsr. 


Hearing EDzaninsr Gress: Yes, ensver the first 


question, 

The Witness: Would you repeat the first question, 
picese? 

Mr, Webb: Mr. Reporter, would se repeat the 
‘first question, please? : 

(Whereupon, the Reporter read ree the record 

ao requested.) | 

The Witness: As I recall, it was suggested by 

Mr. Haight that Government agencies BN yise telepnone | 


directorics; the Yollow Pages; the telephone directory, 


such lists ss these. 
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By Mr. Webb: 

Q What if anything was told to you about how to 
approach new custorers garing this training course? 

& We were told thet in order to be successful in. 
the securities business and to be successful according to 
proven techniques, that if we were to make 40 phone calls 
a aay and to see tuo pooplele Gay, that this would be suc- 
cessful. 

Now cores those ecnlis, we were teught how 
to make the initial call and as I recall, we were given 
a seles preseat2tion which wos typewritten -- not & sales 
presentation but a prospecting call, how we would ~-— 

Ecaring Exeniner Gross: Prospecting what? 

The Witness: Prospecting call, or neorvandum. 

By lir. Webb: 

Q ” Was that discussed at the training course as to 
how to go about neking these calls? 

4 Yes. 

Q Do you recall how it was put to you and the others 


to go about this? 


A I don’t recall exactly how it was first brought 


up but I recall the substance of the conversation. 
Q Could you tell us how you were instructed -- 
the substance of the conversation? 


A The conversation being the call made to the 


prospect? 

& Yes, sir. 

Q "Hello, Mr, Jones.: My name is Larry O'Shea. 
I'm a stock broker here in Washington with the firm of 
Hodgdon and Company. Do you have a brief mouent? 

"The reason I am calling, Mr. Jones, I have a 
number of clients like yourself who have found our ideas 
op financiel planning not only interesting but very profit- 
able. I am wondering at the present tine if you have a 
good stock broker or investment program." 

Depending on that response, I would then ask 
the prospect whsther I could send him our letter on finan- 
eial planning. 

I then I would eas the conversation by telling . 
him J: would be calling him in a couple of Beers egain to 
ese whether or not he had any questions on ee contents of 
our letter, 


Q Well, what documents were you supposed to send the 


“~ 


prospect? 


I think you mentioned a brochure, Any other 


documents? 

A It was suggested a hand-written note, and your 
business card. 

Q. In addition to the brochures? 


A In addition to a brochure, 


Bosy 
lr, Webb: Hr, Repoxter, vould you please mark 
this as Division's next numbered exhibit? 
(The document was marked 
Division Exhibit 142 
for identification,} 
 @ceunent handed to Counsel for Respondents ,) 


Hy, Dickstein: I have just been handed a piece 


of paper marked es Division Exhibit No, 142 for identifica 


tion, ithes not yet been offered, 

This apzears to be a written document which con- 
tains the text of a proposed initial telephone call, 

‘Ee, Webb kas asked the witness to give his best 
recollection as to what -he was told to do while at the same a 
time he had a docunent in his possession whieh was the best 
evidence, and this has been a continuing procedure during 
the course of these heayinss , 

Ton going to move to strike the testimony, 
siuply because it is now apparent that a document is being 
offered, and that tho document vill be the best evidence, 

I ‘have no objection whatever to the admission 
of the document, 

‘Hearing Examiner Gross: Do you have any comment 
on the objection? . 

Me. Webb: Wr, Examiner, I think that not only 


was the coxversation as to how to contact people initially 
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discussed orally. I think Mr. O'Shea testiiies that he was 
given a docurent by those training those people. I want to 
introduce the cocument in addition to his récollection of 
what he said to customers, | 
ir. Dickstein: That was not ny understending-~ 
Mr, Leonard: Assuming there is Ao merit to the 
objection at ali, it certainly only goes to that part of 


the evidence which would purport to -- the effort of this 


witness if he were trying to translate or to state what is 


in the Cocunent. 

Hearing Examiner Gross: Lot's ceo the document. 

(Decunent handed to the Hearing EF Exaniner.) 

Hecring Examiner Gross: I will ae the 
objection but I will ask in the futvre where such incidents 
eccur-- I don't see that the recollection of this witness 
ané his oral statement on the rocord of what the contents 
were actually add anything to tho ectual docunent 

Now in this case, the witness was not asked what 
he said, as f recali, but what he was instructed to say and 
the document so indicated and actually is the best evidence, 

Mr. Webb: I would Like to ee ot ye Saninen 
that there was oral instruction also. 

Hearing Examiner Gross: Well, I don't recail 
that, but I think ny oer nee on the matter are clear and 


as I said, I will overrule the objection and accept the 
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gocunent as Division Exhibit No. 142, 
Hye, Webb: The witness hasn't seen it, 
Mx. Examiner, I haven't shown it to the witness. 
Hearing Examiner Gross: ff tir, Dickstein had 
no objection -- 
liv, Bickstein: I have no objection. 
Mr, Hirsch hes not seen the decument yot. 
(Pocusent hanged to lr, Hirsch.) 
Hearing Exeniner Gross: Any objection, Hr. Hirsch? 
Hix, Wirseh: No, sir. 
Yeariag Examiner Gress: Are you offering %, 


Mr, Webb? 


“ye, Webb: i gould like to have the witness 


idevtify it unless there is no objection. 
Hearing Exauiner Gress: There is no objection. 
It will be received as Division Exhibit 142, 
(Division Exhibit 142, 
maried for identification, 
was received in evidence.) 
He, Webb: Will you mark these, Hr. Reportor, 
as Division Exhibits 143 and 144 for identification? 
(Tho documents were marked 
Division Exhibits 143 and 
‘144 for identification.) 


(Documents handed to Counsel for the Respondents.) 
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By tir. Webb: 
Q Mr, O’Shea, I will show you tvo documents. One 


has been marked for identification purposes 2s Exhibit No, 


144, and it is entitled ‘Financial Counselling," dated 


1962, and it has four pages. 

The other document has been marked for identi- 
fication purposes as Division Exhibit No. 143, It is 
another Hodgdon and Co., Pan. brochure, This has seven 
numbered pages. 

I ask you whether you can identify these tvo 
documents, sir? 

(Handing documents to the Sree) 

A Tnese decuments are very much Like the pamphlet 
I referred to -- or brochure -- earlier uhen I discussed 
J 
sending out ovr letter on financi2i planiing to 2 prospect, 
Q right, sir. 1 
Webb: These documents are being offered 
| 
into evidence, Nr, Examiner. 

Mr. Dickstein: No objection, 

Nearing Examiner Gross: Received respectively 
as Division Exhibits -- | 

By Hr. Webb: 

I don't believe you mentioned, ur. -- 


Hearing Examiner Gross: Just a! moment. 


-~ 143 and 144. 


oss) 
(Division Exhibits 143 and 
144, marked for identifica 
tion, were received in evi- 
dence.) 
Rearing Examiner Gross: Let the record indicate 
that both the documents are entitled “Financial Counselling." 


By fir. Webb: 


Q Hiv. O'Shea, = don't believe you told us who 


instructed you on approaching new customers? 

I believe you @iseussed the memorandum and how 
you were to approach a customer, and what you told him, 
Who was the instructor? 

A Mr. Haight, 

Hearing Examiner Gross: Who? 

.The Witness: fir, Haight, Mr, James Haight, 

By Mr. Webb: 

Q During the training progran, what if anything were 
you taught abovt how to deal with new clients with linited 
means? 

A I don't recall anything Specific there, 

Q Well, in connection with financial planning? 

A I think it might help if £ point out that the 
training program that we are Speaking about is the first 
training program. At that time, after a man had been with 


ed 


the firm for a period of time, he would enter into what was 
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tir, Dickstein: He used both seas at various 
times and I think ke was using them interchangeably. The 
question is whether or not the company identified these 
people as to each of these designations, 

Hr, Webb: Well, =. think your objection -- 

Hearing Examiner Gross: Go ahead. 

Mr, Webb: -~- is proper for cross-examination, 
Mr. Dickstein, 

By ir, Webb: 

Q Did you empicy any of the somiecs of the experts 
or speciaiists that you enumerated at any time? 

A Occasionally I did, 

Q Who were these. people, sir, that you used? 

& Well, during the early time of “5 eantoyren? 
as I recall, I checked with lr. Haight. : 

Later on, I occasionally checked with Mr, Adan 
and occasionally with Mr. Freed. : 

Q In what areas did you check with these gentlemen? 

Let's go to Mr. Haight first. : 

A Well, as I said, my method of financial planning 
or writing or presenting a list of recommendations was 
based on what I had been taught and what I had been able 
to find out on my own effort, XY would come up with a list 
of recommendations regarding, in certain cases, wills and 


trusts ang investments. These recommendations, before 


Mr. Webb: Yes, sir, 

Hearing Examiner Gross: Go ahead. 

The Witness; Experiences-- I cannot say speci- 
fically except that Hr. Freed may know a great deal aot 
taxes and trusts and wills, but I was never able to under- 
stand him. f£ won't say all the time but & good portion of 
the time, I was never fully able to understand his answer 
to sone of my questicns: 

By fr. Webb: 

Q Did there come a time, Mr. O'Shea when you 
attended an additional course given by the Hodgdon firm? 
I believe you menticned the advanced course. 

A Yes, 

Q When did you attend this course? 


4 In 1961, 


Q Until when, sir? 
A 


Uatil some time in 1932, I believe, 
Q Well, how many days a week did you attend, and 
how many hours a day? 
A As I recall, the course was given twice a week 
for an hour and a hatf or a two-hour session. 
Q Do you recall any of the people that instructed 
you? 
Yes, sir. 


Who were they, sir? 


BBS [2002 


We talked about business -- various types of business 
insurance, corporation insurance. We aaeed about what is 
referred to in the life insurance industry, or was referred 
tc as the net cost -- 

Eearing Examiner Gross: Referred to what? 

Tne Witness; _ Referred to a sales technique or 
@ plan called, as I recollect, a net cost scheme or plan 
whereby 2 person in a high tax bracket buys, let's say, 


$106,000 of ordinary life insurance which costs him approxi- 


mately $2500 a year. This is the type of life insurance 


policy where the cash values accumulate fairly rapidly. 
| 


After two years, the man can begin borrowing 
his cash value on a systematic basis and writing off the 
cost of this borrowing from his income tax and taking the 
proceeds and buying additional tern insurance to make up 
the borrowed cash values. 

In certain cases, it was pointed out that this 
would be less costly to a high~bracket individual than 
term insurance or-decreasing tern insurance. 

We also discussed, or Mr. Smith discussed an 
article which appesred in Kiplinger’s magazine called 
"The Twister'ts Art," as I recall. That may not be the 
eomuone of the article, but it had to Bo oith life in- 
surance salesmen who, the term is,. twists people out of one 


contract, one life insurance contract, into ‘another one. 
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And Nr. Suith felt that the article was a good article in 
in kis opinion there are.and were abuses in the life 
insurance industry. 

He pointed out to us-- [I believe one of the 
points mentioned in the article was where a person will 
buy 2 new policy to repiace an oid policy, he would be 
Pacing a double expense. &2 new premiuvme-- He has already 
paid the expeuses on the old premiums. However, he did 
point out thet if the now premium were lower, such 2s 


where an individual is going from an 


ordinary tyne life insurance to term insurance, a type 


insurance, the new premium would be less and, there- 
fore, would not ke covered by such en objection. 
And as £ say, we discussed in some detail the 
different types of corporation or business life insurance. 
these meetines -- and I take it 
with Mr. Smith? 
There were several, 2 don’t know exactly how 
Rony without count 
Q Well, would you Look at your notes and determine 
how many of these meetings you attended? 
A Z have eight difverent meetings recorded. 
Q Regarding what? 


Life insurance. 


Did Iir, Smith, during any of these meetings, 


és co 


indicate to you that you were to sell life insurance? 

& No, sir. 

Q WelL, what were you supposed to sell, or bring 
tc the attention of 2 client during these life insurance 
discussions with a prospect? i 

4A ; C : us that where, in our opinion -- 
which opinion was to be somewnat formulated on some of the 
points covered by Hr, Smith in these Benatons -~ that 2 
client of ours or & prospective elient appeared to have a 
great deal of expense in his lite insurance , for his life 
insurance, that we might -- were we also found that this 
{ndividual was capable of saving in other areas, we mentioned 

ght pay for him to consider look-- 

ing into term insurence and mutual funds as opposed to 
buying only ordinary Life insurance. 

Q Rnd who would sell the term insurance I think you 
nontioned? 

A Mr, Smith was available for that. 

Q For Snone sales? 


A To talk to people. 

Q Ana in fact he solid an insurance policy to @ 
client of yours; is that correct? += oon neeecance? 

A Yes, sir. 


Q What about mutual funds? 


Mr. Dickstein: Excuse mo, Mr. Webb, The Hore 


{ 2004 | 


Definite Statement dees not include the name of Mr. Smith 
as an individual who advised customers regarding insurance 
and other natters without suitable training in such fields. 
me from the omission that the Divi- 
sion concedes thet Mr. Snitch did have suitable training 


nm the fieid in which he vised clients of Hodgdon and 


As I understand it, lr. Smith was an 
I an not saying that lr, Snith was not 
insurance, We are just saying thet these state- 


nade vy Mr. Smith who was employed by the Hodgdon 


ir. Bichkstein: That's find. I just wanted to 


sure that that was not the contention. 


By Hr. Vebo: 
Q You mentioned insurance being sold by lr. Smith, 

that this gould be brought to the attention of clients. 

Wot about mutual funds? What were the mutual 
furds that would be recommended? 

Mr. Dickstein: Are we talking about the train- 
ing program, or are we talking about something else? 

“ir, Webb: We ere talking about the recommenda= 
tiors being made by the registered representative to a 
client. This is during the training progran. 


Mr, Dickstein: Which training progran? 
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A As far as I recall, yes. 
Q Mr. O'Shea, during these sales noone go 
you recall being advised 2s to how to handle cancellations? 
A I don't recall wanich meeting; but at one of 
the meetings Mr. Carr gave us an idea which | related to 
this particular subject. } 
Q Would you leokat your notes and @etermine 
when this meeting cccurred? 


A There is something here on Mareh 27th. 


Q What year, sir? 


that refresh your recollection? 

A sir. 

Q What was saic by Mr. Carr about cancellations 
at that time? : 

A If e elient were to call and say he was think \ 
ing about cancelling his crder, 2 good way to handle such | 
a situation would be to say "I'm glad you called, Joe. | 

' 


I have been thinking about you. Tne more I get into this 


particular situation the more I like it. And I think you 


ought to double your order." 
SN 
Q Dig Mr. Carr inform you and the group in what \ 
situation youwould employ this technique? 
A As I recall, it would deal primarily with under- 


writings. 
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Q Directing your attention to February 26th, 
1963, cen you tell us whether or not you attended a 
sales meeting on that cate? 
A I would have to leok at my notes. 
Q Would you do that, sir? 
A Yes. February 26tn? 
1963. 
I attended a meeting on that date. 
All vight, sir. 
And who spoke at that meeting? 
I would have to look at my notes. 
Q Would you do that, sir. 
A ' As fT recall, on that date Mr. Hodgdon spoke, 
Mr. Haight spoke, and Mr. Carr Spoke. 
Q Do you recall the substance of the conversation 
by these gentlemen? 
A I would have to 1éok at my notes again. 
| All yvight, sir. Would you do that, please? 
A As I recall, on that day some of the things 
Giscussed at the meeting: Mr. Carr had a sales idea for 
us, as follows: An ounce of enthusiasm at the proper 
time is worth a pound of knowledge. 
Mr. Hodgdon talked about leading a -- wha 


the best word here? -- leading a rational type of life and 


taking things one at a time, or one day at a time. 


j22 13 | 

Also, Mr. Height discussed obtaining one sales 
ticket a day. And Mr. Hodgdon added that it is very easy 
to make a game of ebtaining orders for buying or selling 
stock. : 

Did you say “come”? 

A Yes, sir. For instance, if you were a client 

of mine I might call up and say "Harold, I haven't made 
any money today. Woy don't you buy something?” 

Basically that is what I recall of that meeting. 

All right, sir. 


Regarding the statement by Mr. Carr about what 


you testified tc, gid he explain that phrase in any more 


‘depth? -- the purpose of it? 


A Not that I recall. 
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Q Do you recell attending a sales meeting in 
ghich Yr, Carr spoke about reasons for sclling securities 
or having customers sell securities? 

A Z would have to leck at my rotes. 

Yould you look at your notes, please, sir? . 


I recall. 


March 27th, 1993. 


Q 
A 
Q What date? 
A 
Q 


Ard what die Mr, Carr say about that topic? 

4 Sone of the roegons Ur, Carr gdvanced for 2 
elient's pcssibly selling or buying securities were &s 
2oliows: | 

Meving too mech of ors stock or ons company; 

Not having enough of one company; 

Sax less solling; 

Lack of diversifiection, having all of the 
roney Soe heve invested in only two or three securities; 

Conparing the yield on 2.real estate syndication 
with the income from @ stock or group of stocks; 

Checking to see what the advisory services are 
recopnending, for inutance, Standard and Poor's, what the 
mutual-funds are selling. 

These are some of the reasons I recall. 

Do you recall any other reasons? 


Not without looking at my notes. 


(e115 | 
Q Will you look at your notes and tell us what 
other reasons, and how many reasons in all were given. 
A Fourteen reasons were given. 

Some of tke other reasons given vere: 

What fits into tho five best industries, the 
greatest growth industries, porhaps? | 

Too much of one industry; 

Giving steck to a child for college; 

Selling on geod news; 

Up-gracing 2@ portfolio. 

All right, sir. 

Now my question was the reasons for selling @ 
stock, and you aise men onccathe buying of stock. 

Could you refresh your recollection by looking st 
the notes to determine wrether these nord merely reasons 
-for selling & stock? 

A The heading is “Reasons for Selling a Stock”. 


Q All right. 


lir. Dickstein: Has the witness changed his 


ansver, that these were reasons for poth selling and buying 
securities? | 
Hearing Exaniner Gross: I'm tn a little doubt, 
“too, What were these reasons supposed to represent? 
Reasons for buying or reasons for selling, or both? 


gPnoWitness: I think it is a combination. You 


Hz. Dickstein: Or an incorrect statement of fact. 
Hearing Examiner Gross: Tho ruling stands, 
Ansver the question. 
The Witness: Mo, 
By ir. Webb: 
Q During the time that you were enployed by the 
Hodgdon firm, what research Zacilities did that coupany 
have? Could you deseribe it as best you can recall? 


library which was available 


Could you des this, if you can? 


£ Well, the library contained 8% tandard and Poor ‘s_ 


Corporate Reco: rds, the Wisenberger Investment Advisory 


Service, the Sidney Preed Warrant Letter, the Value Line 
Service. Those are sone o? the publications that I recail 


Y 


that the library contained, 


fas there anyone des gnated as a research n 
Guring your time there at tke Hodsdon firm? 


A Wot that © reeali. 


Q Veil, who did the research? 
A 


When you say "“vesearch"' 2 
Q Well, who would research the individual securities 
that a representative might be interested in? 


A The representative. 


Q in connection with financial planning, would you 


Hearing Examiner Gross: Your best recollecticn, 

Strike “"frequcut’ and "ingrequent™. = 

Hz. Dickstein: it hasn't been described what the 

Hearing Exaniner Gross: We struck those words. 
We are merely asking for his best recollection. 

The Witness: £ would say occasionally. 

By Hr. Webs: 

Q Oa the securities that were not listed on the 
Exchange, could ysu describe the commission sale that 
be made on these securities? 

Weil, on an over-the-counter security, you could 
mark up lover priced securities much as 5 percent, and 
higher priced over-the-counter securities 3 percent or 2 
percent, if that answers the questicn, : 

Q Let me see if I can refresa your recollection. 
x. Dickstein: He didn't indicate that his 
reccliection needs refreshuent. He answered the question. 

Rearing Examiner Gross; Well, as a question 
without -<- | 

By Nr. Webb: : 

Q Well, sir, do you recall any specific securities 
that were recommended that you described and the commission 


Sale on them that were not listed ~- that were over the 


’ 


counter? 
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of that amouat, which in terms of doliars and cents would 
be, again sticking with the example of a $10 stock, aad 
let's take a figure of 40 percent of $16. Your saleswan’s 
commission vould be-- Let's sec. Forty percent of $16 
2s $6.20~some = believe, whereas if you were getting 5 -- 
getting 2-1/2 percent of an over-the-counter commissien, 
or m@rE-up as it is called in our industry on a $19 stock, 
you would -— your connission would be $25. 

Hr. Dickstein: I yould like to move to strike 
thet answer on the grounds that there is no allegation in 
the order for public procceding that the registrant en- 


gaged in the practice of charging unreasonable wark-ups. 
= do not see te what this testimony relates other than such 
a clain, 

Mr. Webb; Sr. Exaniner, the Division is obviously 


not charging unreasonable mark-ups, but rather attempting 


to show what the inducements were to selling out of tho 


inventory as opoosed to selling Listed’ securities. 


ir. Dickstein: Is it the Division's position, 
then, that this testimony goes only to show that there is a 
higher commission on over-the-counter securities than there 
is on listed securities? [7 so, we will stipulate that. 
. elir, Webb: I want the testimony to show it. 


Hearing Exnminer Gross: I will take it. 


Go ahead. 


[2176] 


llr. Dickstein: Can the question be confined to 
underwritirg or non-underyriting issues? 
By Mz. Webb: 

Q Securities that vere sold out of the trading 
&ccount of the Hodgdon firn? 

A Of the securities i mentioned, as £ recall, ther 
Was a commission to the representative on nee Properties, 
Transcontizentel iavesting, and Prinex, of one-half of a 
dollar, 

Q Bo you recall the price at which they were being 
sold to the pxbiic at that time? The price range? 

A in the neighborhood of $8 to $21. 

Q Vas that higher than the commissions to be made 
on listed securities? : 

A Yes, sir. 

Do you know hov muck higher? 

4 Well, x believe the commission for 2 $10 stock 
on the Eromnee is-~ Talking ebout the salesman‘s connission 
now? ; 

Q Yes, 

A The connission is approximately $14, $15, $16 
the dient p2yS, and depending upon the brokerage firm, the 
Salesnan's portion of that $15 to $18 -~ I don't recall 


exactly what the commission is for a hundred shares of a 


$t0 Stock on the Exchange —~ would be 30 to 40 or 45 percent 
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lir, Dickstein: Can the question be confined to 
underwriting or hon-underyriting issues? 
By Mr. Webb: 
Q Securities that were sold out of the trading 
eccount of the Hodgdon firn? 
A Of the securities I mentioned, as i recall, there 
Was & commission to the representative on Drey Properties, 
Transcontinental ravesting, and Prinex, of one-half of a 
Goltayr, 
Q Do you recall the price at which they were being 
Sold to the peblic at that time? The price ranze? 


A in the neighborhood of $8 to Sil. 


Q Was that higher than the commissions to be made 


on listed securities? 
A Yes, sir, 
Do you know hov muck higher? 
Well, % believe the commission for a $10 stock 


saanse igs. Talking ebout the salesman‘'s conmission 


Yes, 

A The connission igs approximately $14, $15, $16 
the client p2ys, and depending upon the brokerage firm, the 
Salesnan's portion of that $15 to $18 -~ I don't recall 
exactly what the commission is for a hundred shares of a 


Slo Stock on the Exchange -- would be 30 to 40 or 45 percent 
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of that amouat, which in terms of doliars and cents would 


be, again sticking with the example of a $10 stock, and 
let's take a figure of 40 percent of $16. Your saleswan's 
coumission vould be-~- Let's sec. Forty percent of $16 

is $6.20-some I believe, whereas if you more getting 5 -- 
getting 2-1/2 percent of an over-the-counter commissicn, 
or m@rk-up as it is called in our industry on 2 $19 stock, 
you would <- your connission would be $25. 

Hr, Dickstein; I yould like to move to strike 
that answer on the grounds that there is no allegation in 
the order for public procceding that the registrant en- 
gaged in the practice of charging unreasonable wark-ups. 

I do not see to what this testinony relates other than such 
a clain. 

Mr. Webb; Bir, Exaniner, the Division is obviously 
not charging unreasonable mark-ups, but rather attempting 
to snow what the inducements were to selling out of the 
inventory as opoosed to selling Listed: securities. 

ir. Dickstein: is it the Division's position, 
then, that this testimony goes only to show that there is a 
higher commission on over-the-counter securities than there 
is on listed securities? if so, we will stipelate that. 

elir, Webb: I want the testimony to show it. 


Hearing Examiner Gross; I will take it. 


Go ahead, 
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By tir, Webb: 

Q Would you tell us the circumstances of your 
leaving the Hodgdon firn, ir. O'Shea? ’ 

A i resigned on April ist, 1964, after having a 
discussion with Nr. Haight. 

Q Would you tell us of that discussion, sir? 

A lr, Height had called ne in to his office~the ° 
afternoon of April Ist, and had asked me why I hadn't sold 
my indication, which indication, ss I recall, was for five 
shares of Reseville Detroit, and I told him I didn't like 
the issue, ae 

He asked me why i didn't like it, and I explained 
to him why I didn't like it. se 
What did you tcli to why you didn't Like 


lie. Hirsch: Objection. I think the reason why 
ir. O'Shea didn't like the issue is irrelevant to this 


proceeding. 


Hearing Examiner Gross: Yes, I will take it, 


Go ahead. 

The Witness: Answer the question? 

Hearing Examiner Gross: Yes. 

“The Witness: Well, I told him that in my opinion 
as I understood the mechanics or the financing of the issue, 


while 9 percent appeared to be the return to.an investor, 
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unlike many of our other syndicetions, an investoz would 

not build uy any reasonable equity in the property, bécaus2 

as £ recall there was, in addition to 2 firs t mortgage, 

there was &@ second mortsere wi 

end of 2 term of years, and acaia in my 

the curtaiiment of the first nortgage -to the extent where, 

R£ refinanciag vere obtainable in seven oe eight or nine 
new meney coming to the partnership yould nay 


to poy ofZ the second trust 


sheet, or the ene -~- the Latest ct 4 was available 


es E recall, shoved current assets and current liabilities 


o2 approzinately the same umount. 


said to me, “What's wrong vith 


E aasvered 
‘Nhnat's weong with the Pivst Hatiensl Real # Estzto 
And at that time, 2 shit Soot excited, 

and by that I meant, "What's wrong with putting my clients 
into that as opposed to Reseville Betroit?" 

. Hr. Haight thea became excited, jumped from his 
Seat, and told me that the firm had never -- had never not 
sold anything it had undertaken to sali, and that the firn 


“as golag to sell this, andthat further, he wanted a list 


this proceeding? 
A Yes, Sir, 
Q By the way, do you recall the publication of a 
supplement to this List? 
liv. Vebb: Can the witness Leok at the document 
so he knows what you are talking about? 
Wocunent nanded to the witness.) 
She Witness: xX recall receiving somothing in 


addition to this portainine to this subject. 


preferred nutwal funds 


expanded to inciude sori¢ r 35 mutual funds? 


B I den't veenll exactly, but that list there hrs 


quite a fev funds on it, 

Q Well, this list nas 15. Do you recall publica- 
tion of an additional List abovt equal in length? 

4& , : reeail reccivirns another momorandun -< 

Q But you dentt know how many additional mutual 
funds vere on this? 

A No, sir. 

Q Did anybody 2t Hodgdon and Company ever tell you 
why they kad w List which they referred to as preferred 
mutual funds? 


A I believe so. 


Who was it, and what reasons were given? 


[2236] 
A As & recall, iir. Hodgdon, or Mr. Carr, perhaps 
both, discussed the preferred mutual funds, and it was 


pointed out, as I recati, that were a brokerage house such 


as ours, such as Eodgdon and Conpany, sold a suustential 


porticn of a particular fund or funds shares, that such 2 
firm would be given sone of the business anes the parti- 
cular fund or funds managenents had to offer. 
By they Y mean every mutual Panaeros tine to 
| 
time buys and selis securities, 2 practice in the mutual fund 
tinues to go en as fer csi z know, and which 


was goings om at thet tine. 


fa] You are referring to the practice called recipro~ 


Yes, sir. 
By the vay, how do you know it still goes on? 

4 The firm I worked for wost recently, Svan, 
Lacey and-Hichnick, which was previously "itekell, Svap 
ard Lacey, would receive reciprocal business from tine to 
tine fron mutual funds, 

g Weren't those reciprocals mocetved by Swan, 
Lacey and MNichnick in proportion to the anount that they 
sold in a particular fund, or are you suggesting that they 
would receive additional multiples of reciprocals iz they 
got over a certain mininun level? : 


& ~ don't know exactly waat formula, if any, was 


80 
Q Were indications given publicly and openly 
during these meetings? 
A = don't believe so. 
Q In what form do you believe the indications were 
given? 
Mr. Leonard: I cbject., I think he ought to tell 
us what he recalls es being said and done. 
Hearing Examiner Gross: Vr. O'Shea, I don't 


know when you say ycu "believe" you mean whether you re- 


That is what I mean, sir. 
xaminer Gross: But if you mean that 
you recall, you will have to say so, 
Phe Vitness: Go anead. 
By Mr. Dickstein: 
Q inwhat form do you recail that indications were 
given on Roseville Detroit? 
A 


Q Was the giving or taking of indications fron 


representatives the usual company practice on undervritings? 


A Yes, sir. 


Q Had it been the consistent practice from the tine 
you became associated with the firm? 
A “Yes, sir. 


Q Had you yourself given indications with 
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leoking into a stock situatien when he esked me if he eould 
look over ny pcotfolio aud I said ke could, he seened very 


interested in wy financisi status, .-~ 


Q ALL right. At that tino, bofere you ectually 
opencd the cecaunt with the Hoededen Pirm and ur. Harper, 
did you heave suother broker? 

A Yes, X had, | 


Who was that broker? 


Q 
& Robert Garrett of Ealtinere, ¥arylond. 
g 


te 5ou roromber vhea you fizste spoke %e Me. Harper 
Sbevrt cgyerins an secount with him in this eire, approximately? 
EZ would cay early LSSa, 
Whoro dié you actually talk te Bin? 
zn our hex. | 
Wae was present. 
iy Son wes present, any mumbor of tines. &t 
otha: tines At was Just mysoig and ur. Harper. | 
Q As boost you can ree all, phat aid ur, Harver tell 
yeu in early 1661 abeut cponing an account vith his Lirn? 


A Tant XL would have export adviso and I vould not 


\ 


have to be concerned about stocks and bonds, beeause I knew 
nothing of then, and that ke could do that for m0, that ZI 
Specialized in estate planning. 3 : et 

Q Ta about early 1881 what eas your approxinate’ net 


VORth? 


2255 
ARS 
CEES : 


Getting nev customers-- I believe you testizied 
yeu used the Yeltorw Pages, 
A 
Q Did you call people fron the Yellow Paces? 
Yes, sir. 
Did you get now customers? 


Bt that time to get new customers, yes. 


Dic you know these people in the Yellow Pages? 


A Wo, sir. 
Q Did you make sales of securities to these people 
fron the Yellow Pases? 
ie. Dickstein: I'm geing to object to this unless 
this 3,000-page book I think. 


Bearing Exaainer Gross: Overruled, 


Ultimately XY did to many of then, 


Q Did you make attempts to make the 20 calls a day 
as preseribea by Mr. Haight? 

& siz, 

a Were you friendly with the other members of the 
class ia the training program? 

A Yes, sir. 


Q Do you now how and who -- how they attained 


v 


new custoners 


A As i re most of them used a list of names, 


% dont know-- JI ¢ t believe any others in my group used 


the Yellow Pages, 
One fellow 
call, of -- on, 
Some Government agency with a name Lik ti Z don't know 


what the other fellows used, or how they went about gettin 


Were you familiar or did you-- Were you fricnadly 
members of the Hedgedon group tho were not in the 
| 


Yes, sir, 
Do you know hoy other 


or what Lists they used? 


Well, another friend of mine used the Yellow Pages. 


| 
Two or three other fellows were using the Yellow Pages. 
believe, directories! of @ififerent Govern- 


ment agencies, 


Q ° you recall any of the Government agencies in 
y 


addition to the Bureau of Weapons? 


A Tf don't believe so. | 


Q Now, with respect to the use of the David L. 
Babson Company, the investment advisors, I believe you 


testified that you were instructed to advise clients who 
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hed large portfolios to use the services of this company; 


they should investigate the services, yes. 


They might investigate it, if these individuals did not like 


the concept’ cf sone money in mutual funds, and some in these 
other areas. 
Q Can you teil us how large a portfolio one would 


heave to have befove the David L. Babson Conpany -~ before you 


would advise them to use this service? 


A As i recall at the tine, David L. Babson had 


a Figur r She 0 in a portfolio, or mcneys to 


Q Were you giver from tine to ASIN Q menorandum 
from the trader, lir. Piner, as to securities that were 
7 being offered by the Hedgdon Zirm out of its 
ivventory? 

£ believe so, 

liv, Webb: ie. Reporter, will you mark these 
five memorandums from the Hodgdon firm as one separate 
exhibit, next numbered exhibit, which I believe is Exhibit 
1353. 

(Tne documents were marked 
Division Exhibit 153 
for identification.) 


Dickstein: might as well indicate now that 


CCCs5 
if these are offered = am going to object to them, and I 


am 2iso going to object to any questions con them as being 


proper in redirect. 


By Nr. Webb: 
ated that you received as a 


Hodgdon £2 eriodic memoranda regarding 


eing recommended, including 


mutual fund recom ati 


Objection on the ground stated; 


irect, 


@ ExamninerGross: Read the question back, 


wn asf as ~ « 
on, the Reporter read from 


the record 
as requested.) 


Hearing Examiner Gross: Overruled. 


Saswer, please. 


did receive weekly memoranda. 


Mr. Kebb: 


¥ will shew you five such memoranda. The first 
one is dated September 14th, 1962. : 
second one is dated April 15, 1962. 
third one, September 17th, 1963. 
fourta, January 29th, ‘63. 
fifth, January 3lst, 1964. 


ing documents to the witness.) 
| 


> ayn $2" 


Se Potter 


eM oe ART > ~ 


Sir, whether you can recognize or 


all of these docunents? 
eiving copies of some of these, 
D2 you know which cones you received, sir, or see 


which ones you saw, rather? 


elieve Y veceived copies of all of them, but 


Hr, O'Shea, we talked 


er you recall or you 


them, I know I reecived 


receiving the other two. 


exhibit into evidence, ir. DSuaniner, 


wean 


ie, Dickstein: 


Hearing Exaniner Gross: Overruled, 

Received as Div it 153. 
(Division's Exhibit 153, 
marked for identification, 


was received in evidence.) 
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Q liow, im connection with tucse memoranda, ~ would 
to tell us in connecticn with the neno- 
ary Gist, 3 it, which is a part -- 
Would you withkoid your 
would Like to Look at 2li of them before you 


see wnat you are talking about. 


@Mcocunents 


in connection with the memorandum dated 


securities, the quote, 


piease inin the conmis- 
Sion s¢hedulie en this? 


Phos payne 
cnesSS -) 


(Decument handed to the wi 
exemple, Drimex Zyquities, selling quote 9 
res, 1,000. | 

Would you oxplain that so we can alt understand 
this varticular decument, and the rest of these documents? 

ir. Dickstein: May it be mnaeratond that Zz have 
a standing objection? 

“Hearing Examiner Gross: Gn the basis or improper 

redirect? 


Nr, Dickstein: Yes, sir. If I have another 


ground Z will state it particularly. 


The Witness: Regarding Primex Equities, the 
quote listed here is $9 bid and $10 asked or offered, 
iS an over-the-counter security, and as far as I can 
tell, this is a price as of January 31st, 1964, and at 
this tine tke commission being paid is ~~ As i ossh. the 
salesman would divide or split the commission listed here, 
instance, a dollar is listed here, and the 
cara $0 cents ver share at this time 


ore were 2 thousand shares. 


Fat 
\ 


A Oh, £ believe the-- The; conpany 


referrea to as “in position". 
Q Inventory, you mean? 
A f believe se z ame thing. 
Q 
And this explanation would hold true for all the 
other securities Listed on these various menoranda; would 
that be correct? 
4 . (No response.) 
G The overall explanation? 
XY would say so. 
Q Now directing your attention to the memorandum 
Gated January 29th, 1963, in regard to the mutual fund 


commissions to representatives on the Yirst page, there .i 
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coe = 
locting inte a steck situaticn when he asked aa hoe covid 
look over By pootYolio and I said he could, he seened very 
interested in my Zinancial status, ! 
g All right. At that tine, bofere you setunlly 
opsned the account with the Eodeden firm and ir, oe 
did you kavo 2nother broker? 
A ¥es, I hed, . 
Wao was that broker? 
Retort Gasratt oY Ssltanore, taryland, 
F=talese) to tir. Hasper 
is 2iem, approximately? 
Qy capiy LOU, 


oro did you actualiy telk to hin? 


WRe was proscnt. 
liy S62 12S yressnt, any munmbor of tines. &t 
othor tinos 2b was just mysoi? and My. Harpor. . 
Q aS bost a can sae ati, phar did ls, Harner tell 
you in early 1691 abewt o 
A mas XY would have espoxt adviso aud t vould not__, 
have to be corcerned about stocks and ponds, boeause I know 


nothing of them, and that ho could do tnat Zor me, that they 


Specialized in estate pianzing. 


Q Zn about carly 21601 what vas your approximate. net 


worth? 


& Yes. 

Q id there come a time in Avgust 1961 when you had 
a discussicn with Mr. Harper as to your investment ob- 
jectives end as to how your account would be handled? 
August.of ISS5i? 3 xe 

A i teid him, at the tine, told Mr. Kaper at 
the tinue I would have to rely on his earicos I imew no- 
thing of stccks or bonds or how to beat handle that. 
And I knew that they specialised in estate plannirs, so 
he told me to let the <Ooees be up to him. He weuld 
take -- 

Q Excuse ms. Do you recall talking to him in 


Sugust of L863? 


A Yes, because he kney that I was a worrying per - 


do you remember of that conversation, 
and where did it teke place, by tke way? 
A In Ey noma. 

Whe was present? 

Ag best I can recall, I was there alone. There 
were other tines when my son was there, but the exact 
Gate, wuecther it was August 1961 that hoe was present, I 
do not know. 

Q Let me gee if I can help you recall. 


Rearing Exeniner Gross: Mr, Webb, at first blush, 


this looks like three copies of the seme Liet attachod 
to this exhibit. Is that what yeu intended? Ter't one 


7. 


enough? 
Me. Webb: TFhoy may have been nut together inad-— 
vertontly. % 
Exeniner Gross: Yeu netter cheek it to 
be sure. | 
Mr, Webb: You a5 picht, Mr, Presiner. Would 
you mark this? | 
the document referred to 
Exhipit 15S was marked fer 
identification.) 
Me. Diekstein:. Ur, Exexsiner. theae exhibits 
eer to bo Photocopies ef the docuzents, as they were 


in the files of Bodudon & Cemmany. 


these. Is that correct? 


Mr, Webb: Seme of them aro; seme of them are 


Me, Diekstein: I seo. Tf mention that simply 
because these poncilicd notations apparently R36 not orig 
finate froa Mrs. Daffin,. J recognize the documents have 
not been offered with then, but it might be confusing. 

Rearing Exeniner Gress: I think the recoré is 


clear with respect to the rotations. 


By Mr. Webb: 
Q Mrs. Daffin, I stew you Division Exhibit 156 
morked for idontification. This is a two-page letter, 


apparently from you, and it says, "Wednesday, August 23." 


I ask you whether you can identify that particu~ 


lar decvment. Please read it to testify. 

A Yes. I wrote that letter to Mr. Harner. 

Q What is the year on that letter, Mrs. Daffin? 

A 

Q Docs that letter refresh you recollection as 
to the conversation you had with Mr. Harror in your hone? 

& Yes, it does, indeed. I had so mony converse~ 
tions, I just con't remember exactly what a particular 
event vas. ‘Bu I do vory Gefinitely recall that. 

Q Directing your attention to that conversation 
with Mr. Harner in August L961, what do you recali about 
that meeting at this time, looking at the letter now? 

Q I recall that Me. Harper submitted a plan which 
involved the sale ef rovghly 25 or S5 stocks that I hela, 
which I felt was a very major undertaking 


—— 


He felt that they were very low yields, overly~ 
priced, and thet I should nove into things that were less 
risky than the ozes I held. Ss 

Q Anything else? 


A I felt that I had to have every reassurance that -— 


| [aad | 


; 


Wearing Exs sviner Gross: Systained. ‘Just tell { 


Me. Dickstcin: Objection. 


us what wes seid, plosse, | i 
fhe Witress: Oh, yes. 
By } tir, Webb: 
Q Do you recall telling hin that? é 
A Yes, I recall iciling him that this uss all £ 
19d, and thet I hai to play it very sate ard be very cone- 
servative, I had been poougit up to bo a zonsorvative 
porstn end hed aiways had conservativ'o gtoe is, end those 
were the kind I insisted on 21aving ic the fature. 
Q im yu recall what ho told you? 
A He told we not te worry. that te woutd eo the 
worrying for ne. 
Q Anything else? | 
& Not at this particular time, I don't 
recall. i 
Mr, Wobt: I offor Division Exhibz t 356 into 
evidence. 
Mr, Dickstein: No objection. 
My. Siegel: No CR SeeEs 
Hearing Examine Gross! It is received as Divi- 
sion Exhibit 156. 


(Whereupon, the document referred to 


above as Division Exhibit 156 was 


— [a2ze) 


&@ Span of four years, two of which are outside of the scope 


of this proceeding, 


Hearing Examiner Gross: Ati right, This question 


is allowed, Go ahead, The objection is overruled, 

By Mr. Webb: 

Q Do you recali Acerbis when you spoke to 
us, Harper in connection with that lettor? 
A Shortly after that tine, 

Tir. Wabb: I would Like to point out that I 
would have asked these questions and wo would have saved 
aki of this faboring on the record, 

Hearing Examiner Gross: Go ahead, 

BY Me. Wobbs 

Q what Go you recall of this conversation as 
kest you can rememter? £ believe you testified you were 
concerned and so forth, What did Hr, Harpor teli you? ° 

A That { would make a great mistake if] would 
make any offort. to get out of that program because it had 
a very fine potential, it had quito a value, and woulda, 
over a period of years, possibly go up to 2010 and -. 

Q The year 2010? 

AD Yes, And I could realize from this maybe $125,000 
or as much as $250,000, 


Q What? 


A Doliiars, 


CSC 
Q .- In what form? Apyrectlation or tricone? 
A Returns, returos frum the-oil, you know, moncy 
gotten from the oil ape. tnat I would benexit from, 
Q Voll, after this Giscussion did the Apache 
program continue to asseca; you? : o 
A Yes, 
Q fas this an asnessment above and beyond the $2500 
which you previously testified to? 
A Yes, 
Q Can you teLi us what assessments wore 
ISS2, 1963S ana 
E haven't totatica them, 
» $2,400; S-1-63, $1,860. That is for the year, 
What about tho yoar t¢ 
1964, 1800 wags paid, 
Hearing Examiner Gross; 13800 what? 
The Witness: $i500 was paid in assessments for 
Ang after that time I stonped paying eennes = 
didn't feo that I cowld continue on being assessed, Anda 
it was suggested that I finance it with the promise of 
scturning to me $100 a month from tho oii, 


By Hr. Webb: 


Q Conftining youseLf to tho yoari964,up unti2 that 


tine how much had you invested in the oi program? 


A To Gate? 


Un untii L964? 
Ch, approximately $is,000, 


ALL vight, $18,000? 


youx subscribing to the Apache Canadian 


Q 


oii program in. 1961, had lr, Harper informed you of the 


additional ass 


A 


Hurins 


$5,000 far as £ was 


When £ got into the ethers, I didn*t know what to 


Cte 


Durins the period of these additional assessments 


to 1954 Gid you inform Mv, EBarper af your concern 


regarding the situation? 


4 Yes, £ Gid. I wanted to scil it, 


tir. Webb; Would you mark this as Division 


exhibit for ident: 
(fhe docuuent was marked Commission 


exhibit 163 for identification.) 


By lr, Webb: 


Q Bers, Dafiin, £ show you a iciter handwritton 


with youx address stanped thereon dated July 10, It has 


_ been marked aS Division exhibit 163. for identification, 


ask you whether you can identify this particular letter? 


Tr 


Yes, I wrote that lettor to Mr, Harpor. 


What is the year on tho ietier? 


As best ¥ recall, it was after I zveceived a teic- 


When vas that? 

It was in December 1952, 

Rearing Examiner Gross: Who & Nehom"? 

The Witness: From the Apache Oii, They sent 


me a Lotier of gerccting: 


Mr, Webb; I-offer in cvidence Division oxhibit 


Ye, Dickstein: What is the date of this letter? 
Hearing Exaniner Gross; 
Any objection? 
tir, pickstein:. Ho objection. 
No objection. 
Hearing Examiner Gross; It is received 2s 
Division exhiit 163, 
(The docuncnt aeaersis marked 
Conmission exhibit 463 for icentifi- 


cation was received in evidoncc.} 


By Me, Webb: 


8 De you recall whether or not you spoke to Mr, 


Karper subsequent qo tho timo that you wrate that? 


A Oh,yes, certainly I aid, I showed him some of tho 


things they scnt mey_ 
Q What did Mr, Harper teil you? 


A Me toiad me I would be making a groat mistake to; 
: \ 


. i, hed ’. 4 “ 4 ’ 7 \ 
get cut of a program chat was so vaiuable tohave, I was \ 


very iucky to be a participant, — 


Hearing Examiner Gross; fs this a conversation 


thet accurred after the letter was written? 
Bylir. Febb: 
Q Apporaxsinately when did this conversation occur 
2s best you can renenbexr? 
it happened many times, every tine I would get 
an nesessnent, _But this one -~ 
Q Yes. Approximately when @iG you tails to Tre 
iarpor after you sent that? 
4 After that, i vould say several wecks afterwards. 
Q Po you recail anything elise about the conversation? 
{ don’t quite understand your question do ft 
recall anything else about the conversation, FE am SOYrryo 
Q Was there anything cise said in addition to what 
you just 
A I Gon*t -~ 
Q As a result of the conversation you just testifica 
to, did you continue your oi) program and its assessments? 
A Yes, £ did. 


Q Nov ZI beLicve you testizied regarding tho financing 


Lr 1 e\ en) 
Cees 


of this, When did the financing take piace? 
A Tho tatter part of 1964, 


Q This is in regard to financing tho oil program? 
fh Yes, 
Q Could you teii us the circumstances, why you had 
to finance it? 
A’ Kunber ono, If did not have the money to finance 
| 
it, it was taking it away from other trkings f needed; and 


number two, I gidn®t feel it was any program for me to be 


in, 


Q Do you recaki Ir. Harper evahuating the worth 


of your Apache 1961 Canadian program? 
ee ; 
& Ye hag done that on any number of occasions in 


thet portfolio analysis that he made up for mo two or three 
times a year, Ee even, as f recall, wrote me one tino whers e 


he had some annious buyers for ito | 


lir, Webb: Would you mark this Division exhibit 
464 for identificatian? i 
(The document was marked Conmsission 
exhibit 2164 for ide tification.) 


Ny, Webbs Would you also mark this as Division 


i 
H «© 


exhibit 165 for identification? 


@Tho document was mared Commission 


exhibit 165 for identification.) 


By ir. Webpos 
Q Mes. Daffin, I show you a lotter from Mz. Harper 
Gated January §, 1963. This is a photocopy, and thore are 
tO pages in all. 
Z ask you whether you a iGentify this particular 


gocunent? 


A Yes, I can 3Gentify that, That was prepared for 


me by Hr, Earper. 
Q Hou did you get that dacunent? 
A As best I can recali, by mail 
Q Now thore are various pcnuned notations throughout 
this document, Were they on thea docunent when you recoived 
they were not at that tine. 
Dickstein: Is that aiso truc of the tines 
striking out certain of these items? 
‘Tho Witness: Mr. Harper, when he taiked with 
mo Later on, would say "There is a mistake" or something, 
ox he vould make his figures on the side, That is when wo 
had a personai conference, 
Hearing Examiner Gross: At the time you recived 
that, wero any of the ink notations on there? 
The Wines Oh, no, sir. 
Bylix, wobb: 


On page 3 of Division exhibit 164 for identification, 


2 


Mr, Scigei: No objection, 
Hearing Examiner Gross: Received as exhibit i166, 
(The document rer oUsey narked 
Division exhibit 166 for identifi- 
cation was recived in evidence.) 
By Me, Webb: | 
Q Hrs, Daffin, on the first page next to Canadian 
Gas and Oit Program 1961, with respact to tke value which 


is in parens, there is 24,210, and that has been scratched 
out, and next to it there is a notation af what appoars to 
be $35,000, | 
Can you toli us about that? 
lic, Dickstein: The copy that wes handed to me 
@ees not havo Senos notations en it, 
The Witness; “That is Ir. Rarper’s writing. He 
ali along the program was worth $35,000, ko 
had several buyers that would pay that for it, that I vas 
making a great mistake to seii it for $35,000, ° 
Sy lr, Webb: 
Q Eocause of tho vaiue of $35,000? 


A Yes. 


Q “as that netation on tkere when you roceived 


that lettex? 
4 No, it was not, He wrote it in there when he 


eamo to visit moo 


[2341 


Do you remember anything else about that discussion? 
A X Go not, 
Q Wat about the other notations on the back, the 
socond nase? 
A That one? 
Tat was $25 received from the Lord of the Fries, He 
put that in there, That is Liv. Harper‘s handwriting. 
Q When aid ke put that in there? 
A When he came to see me, 
Q Whet about the other notations on the botiom of 
the second page? 
A it says "Honey owed to bank," ang the inicrost. 
EZ was paying interest on a tank note, 
Q What wag the discussion about that? 


Mr, Dickstoin: Can wo find out whon the notations 


were piaced on this? 


hr. Webb: During a visit by tlr, Harper. 

Fearing Examiner Gross; How soon arter the receipt 
of this tctter. do you rocali? 

The Witness; Fairly soon aftor ft received this 
analysis, when he visitod me, I¢ could not have been too 
many Gay?, maybe a week or 30, 

By Hr. Webb: 

Q What @id he say about interest? Did he oxpiain 


that notation? 


Ono 


. oe 
Ya 


A Weil, the interest to the bank wasn't too greatiy*-- 
discussed bedause I knew what interest I had ee a5 
Q What interest are you referring to, on what ito2n? 
A Iam referring to a loan, a bank note that I 
took out, it is not a toan, it is a bank note, it vas a 
note that I took out for ny sons magazine and then down 
there it says, it iooks like "shares of Nocturne”, 
Q That rofers to your son*s magazine? 


A Yes, it does, 


Q Was there @iseussien at that time about your son's 


mapazine? 
A Well, therehad been for Sone time. 

ir, -Dickstein: | The copy that was handed to me 
aiso contains the hanéwritten notation on page: @ “For 
Bob Owens, CPA". 

Docs that appear on the copy in evidence? 

Tro Webb: No, it does not, 

By Hr. Webb: 

Q Do you recail that notation boing on the original 
document, "Fox Bob Oven"? 

Hearing Examiner Gross: Mr. Dickstein, would you 
show your copy to the witnoss and let*s ascertain whese 
handgwriting it iSe 

Hy, Dickstcin: Might z guggest wo mark this 


copy for idantification as 166-A? That is, the copy that 


The Witness. ilo. 
By Mr. Webb: 
Q Did there come a time when you had a discussion 
with Mr. Kitain in his office et the Hocgdon firm? 
A Yes, 
Q Do you recall when that occurred and what was 
said, if you recall? 
Well, it was January or February of 1961. 


Who was present? 


Q What was discussed as best you can remember? 
A Well, he had analyzed the investment portfolio. 
He felt that it was more conservatively invested than was 


} 


necessary for someone such as myself who was not dependent | 


on the portfolio for income and that I could pursue a more 


agezressive policy, although I was not interested particuarly 
in speculative issues. : ae 
Q Did you tell him that? 
A 
Q Whatiwas the plan he outlined to you, as best 
you can recall? 
A Well, he felt -- of course my problem has been 
that in the foreign service we are moving around 


rather -- my husband is in the foreign service -- and we had: 


eye : RSS 


moved around considerably, and we needed -- well, I was 


somewhat bothered by the necessity to make a lot of de- 
cisions about a subject, that is investment, on which I was 
ill-informed and which I found it difficult to keep myself 
informecé on under these conditions. He felt = . 

Q Who felt? 

A Mr. Kitain felt that the stocks in this portfolio, 
many were of doubtful quality, and that I could, improve, 
I could solve this management problem by putting the bulk 
of the portfolio inte mutual funds, where you have a built- 
in managerial function. : 

Q What did he tell you about mutual funds? 

A Well, “che two funds that they recommended, that 
he recommended were Aberceen and Putnam Growth. Aberdeen 
as a high quality relatively conservative fund i 

Q Is that what he told you? 

A Yes. - And the Putnam Grewth as one which had a 
better growth picture and which he felt offered better 
‘ opportunities for capitel gains. He felt that a more growth- 
oriented portfolio was desirable, since I wasn't particularly 
interested in the income, and that the tax mate on a growth 
portfolio would be less. 

Q What did he tell you about how much to invest in 


these funds? 


A Well, he wanted to see the bulk of the portfolio 
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Ricrmation they had to give 


Le 


acen vecommended to purchase 


was examineé and tostifiad as follows: 
DIRECT EXAMINATION 
By Nx, Leonard: 
Will you state your name? 
Etennor YW. Clay, 
Where do you Live? 


—_ 


S325 Slade Court, Fakis Church! 
- 


== 


Whore are you employed. 
Ronartusnt of Asvriculture. 
Dircetings your attontion to the year | S, were 
thay tine by the hovartment. of Agricultura? 
that you first had any 


; Comnany? 


Lo you socal when im 1958 that wes? 

Not exactly. | 

Bo you hove any sotes that would refresh your 
recoalicction? | 

Yos, may I consult thon? 


aa nt 
Weuld these notes refresh your recollection? 


Shen would you look at them please, 


Mx, Shapiro: May wo inquire as to the time of ths 


notes? 


bee7] 
Q Whet i ast recoliection, as to what happoned 
after you discussed it with your Lusband as to that? 
A Thet during the teleaphoro conversation I gave mee 
ssion to purehose 50 shares. 
Q Was this the conversation before you discussed 
it or the conversation aftory 
A After I taiked with my husband, 
Q Do you recall whether it was a phone cali you 
directecG to tir, Hnisht ov one he directad to you. 
A I did not direct it to hin, 
Qe Bo you havo any recolicetion whether thet conversation 
Was Cirected to you at home or in your office or otherwise? 
for sure. 
tine that you spore or at tke 
with your husband and talked with 
have any other information, 
other then what ho told yeu over the telephone? 


A No. 


Q Did He. Enight ever disclose to you the fact that 


Van~Pak could not be sold in the State of Virginia? 

A No, not to my knowlodge,. 

Q Did you subsequently receive a confirmation and 
&@ prospectus for Van-Pak, 

A Yes, I did. 


Mr, Shapire: If you want to put it in, I have no 


Sonvoninutoaly 
Q rapras tative. 


1) in connection Ww that, i call whrethor or 


not you vare ever contacted by ih cori Tith! sospect te 


a stocs cxlled You~Pak, Inc.? 


. 


&prroninately when 


2 carly part of 3562, I 


the exace ¢ 


you contacted, 


Lephonically, 


. 


k where vou ware contagt 


Gon? 


ra 2 
at homo 
ae hk 


20 OX 2% the oxfice, 
Q sat cid i, Carr say, if anything, this telephone 


conversation to you about Yanu-Tal 


typa of company it was, 
was acd fpeight forwarding, or something 
| 
oe household 


goods in containers. socail the ex net sorte. But 


~ 


“he indicated to mo that hd felt that this <5 Ges of the most 


promising issues that had come to his attention, and that he 


thought 1% couldn't miss, thouskt it. vould be a good stock to 


C40 [ 3987] 


you also receive 2 prosnactus? 


© éid. 


Yes, i did. 


fo you xacnl} whethar or not you Givscted tho check 


in payment of the trausnetion rior to or at the time or sub- 


seguont to receiving the conf: prospectus, 


A As { rneall, It was I veceived the 


confivmation and vrospactus. 


that Van~Pak 


é 
! 
i 
| 
‘ 


4 


G Did ir, Ca 
could not be cold in ths 
No, hs did uot. ——S 


ee LU 


‘Did He ever discuss that subject matter with you 


tam suro — did, £ Gon’t recall specifically, 


I am sure I did whon { xéceived it. Lecauso normally 
I would receive a confirmation snd then I would send @ 
check to Hocgdon & Company. 

ait Loonarc: There boing no objection to the 
previously identified cocumenis, I offer them into 
evidence as Division's Exhibits 218-A through D, 


Yeering Unaminer Gross: 218-A through D are 


— ae 
\ 3042 } 
— ~~! 
3 Excuse me. f: think I mad mistake. Change that 


from 1,000 shares to 2093 shares. 


Mr. Timmeny: Would you rea 


sAlied me at my home 
Sy Me. Tinmeny: 


CQVTE wes vous 
phone 


new sto 2h which he had 
thet the company 
wes enzased with govexrnuent contracts eas hauling 
and transsortation of household gecods in 
contains: . 
Havi 


for meay years with 


this was an exeslloat idea, and theught any company 


that would pack its houschold geods in 
worthwriie to lcok into. 


Q Waat was sai thing, about Van-Pak 's 


financial condition? 


llothizes whatsoever. 


[ s0es | 


discussion did Hz. Kibler tell you 
thet a sale cf Van-Pak in Virginia would be in violation 
of the securities laws in the State of Virginia? 


A 


ties were not recistered 


conyers2tion? 


irmation of your purchase? 


the sano tins. 
nd this was after vour phone 
After the phone conversation. 
Mr. Tinmeny: Me. Reporter, I ask that you nark 
this @cctent as Division exhibit rext in number for identi- 


£ication. 


and evorynody would be happy and 2 could just go along and I felt 


better that we just did. 


Dickstein: Would you read that answer back for 


(Tho answer was fF the seporter.) 
Meo Webb: lie, Exominor? 


Yeaving Examines Gross: Yes, 


*t> ee 

By iv. ¥ebb: 
Q is, Baffin. you were shown a ictter Gated August 4, 
18S4, from Mr. Harper to you and which is already in evidence 


=. aol t Serta Ty > F - 3 
as Respondent's Exhibit kE, and Dickste in 


MesStioned you 


regarding some of th oi tations on the first page of that 


decurcont >, 


pou notation to the ictt. 
Pight next to Capital Proverties, and toe the rz 
WHOXE TO one por 
gure $8 ‘ Can you 
st you can secaii? 

A As best as I ronomber, 2t was after a conversation when 
we went over ny portfolio. 

Q Eho went over the portfolio? 


A ie, Harper went over it with mo, and Ur, Harper said the 


prograz w2s valued at $55.000. That 1s the ono 'to the right, 


gust exswer Counsel's question? 
Tho Witness: Very well. 
By Ex, Leonard: 
i think my question was: 


pericd, what was the volume of mutual 


funds that you sold? 


geuld say approximately, durng that period 
pereximately 53 percent. 


fixaniner Gross: Fifty? 


what portios of your sales related to real 


paercnecsnips? 


maining portion of it was real 


estate. A very smal percent of it was devoted to anything 


than vernk estate or mutual fund shares. 


Do you recall waether or not there came a time 


vesentative you began receiving any 


Or ies spe teh 
MSECVARIA OF RECS Ws ress. 


set to selling securities which 
the firm ned undexuvitten? 
& Yes, sir. 
Q When was that? What period of time was that? 


A Beginning 


i believe -- and this is to the best 


of my recollection ~~ arcund the middie or the first of 


1960, we began to receive memoranda at our Tuesday morning 


[sas | 


meetings about securities thot were in inventory that we 


hed underwritten and there would appoar at the top of the 


list, at the top of the sheet, a list of securities, <he 


e@, the price, and the comission, 
Q fre you familiar with the commission scale on 
the sale of securities Listed on the New York Steck Exchange? 
& Yes, sir, 
ge In relatica, to sae knovicdge of the sceurities 
comission listed on the Nev York Steck Ezckange, what was 


the seele of cenmissions that appeared on these menorands 


that you speak 


By N=. Leonard: 

9 What was the rate of commission on the New York 
Stock Exchange, do you reeall? 

A Well, the rate of determining the commissiec 
on the New Yerk Stock Exchange is relatively complicated 
asd yot very simpic but it depends uvox tle nunber of sheres 
and the number of dollars involved, £ believe under $300 
it is one-half of one percent plus $3, and you go on up 
fron there to one-tenth of one percent plug $33. 

Q And was the rate of ecxnissions on the memorandum 


of which you speak om recommended securities greater or 


lesser than tho listed sccuritics? 


ts aap 
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ning program, the best I can 
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During the initiol tr 


yecahi, we vere instructed on how to prospect and we wore 


code-prospecting, 


whee ad 
SELUSTOG 


mia 
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and we wore instructed, the best S can recail, tc use the 


toleskone for the most part in our eode-canvassing and code~ 


prospecting. 


eted you on tha woethseds of contacting nev | 


kost you can remover? 
best ¥ con vrenenber, Hy. Baight. 


@ Do you voecall whether or net te told you at that 


me ag to hor mony calis.a day a nov euployee should make? 


& 
& 
festy phono calis a day. 


Ae) ie you make the forty phone calls a day? 


’ 
ack. 


pelos 


Want about persens?t interviews? Did ho go inte that? 


Yes. 


Cen you teli cs about what ho toid you about personal 


,oe 


tn the training prosyan, instructed us 


wako presentations. 


Q £ om just tyying to get at as to how many interviouvs 
y 


you were to conduct a day, not the methods. 
A Yo were expocted to keve two appointments a day. 
Q . Bo you vecali, in raking telenbone calis, your forty 


calls a day, when you vore supyened to make these callin? 


[seo | 


Hay I refer to my notes? 


Tf that will refresh your 


thou to refresh uy 


ALL right, 


4223 us nov, sir, hava you rofresnid' your recoliection? 
tn referring te uy notcs to refres2 my recoitec- 


ti 


these forty calis 


Ait, or B.H., of what? 
236 4.8%. to 12 Noon, ¢ z 


you follow these Iinatructi 


Do you recall at wuat cay or the month that Er. 
ular subject? 
in locking in ny notes to refresh By monory, 
tho instruction on this was on or about October 16, 1961, 
g Do you reel? what, i ing, Mr. Haight said 
=>out eiveet mail aprrosch? 
& Well, tho best I cza recall, Er. Haight cid not 
‘Press the lack ef enthusiaem for this type of prospscting. 


Vaat do you moan by that, sir? 


Ea 


question, Hr. Saffer, concerned 
ation being mentioned in the lecture 
lr. Haight. Is that correct? 


Q Could you tell ves what ir. Haight said about che 


ratio system and tho special situation definition, after re- 
ferring to your netes and refreshing your recoltection? 

A Well, locking at wy notes, there is a reference made 
to sroculaticzs an pe ituations, but J don’t recall 
exactly what evecial situaticns. 

Q Bo slots t oa ees about spoculnations, 
new that you have reirczked your recollection by the notes? 

A Well, in using ny notes to refresh my menory, 


*, 


ve defincod, as best I can rocall, by a corpora- 
ovr morvit and kas a potential kicker. 
Cowid you cisylsin the word "kicker"? 


Z con't recall tho meauiue of it, as used back thon. 


£11 vight, sir. Eut you do recall the tern being 


& In uging ny notes to rofresh ny neroery, yes, I kave 
reference to it in wy notes. 
(33 All right, sir. In connection with the subject of 


Sales techniques, can you tell us what your instructions were 


regardiag the epproach or the presentation to be used in a 


nbb3l 


he approached and kow he was instructed. 
= have no objection. 


Hearing Es : No, how he was instructed. 


truction ve were given, as best 
mokany sales presentation to a pros- 
in using uy notes to refresh ry mezory, during the 
chmiques and 
yr the end of cur training 
ros the Lectures that 
gates presenta~ 


te-fsee interview 


this presentetion in a live 


soscica. YC % is From oy 
hort Z can weeall, I teok Zrem the 
iu ny notebook during the train- 

ing srogren and mecée an actual sales eee eee from the 
ixotruetiocn thet vase given. * i : : ustructed on having 
a face~to-faco intervier with a pyespoctive custoner in intro- 
ducing the fact that wo at Hatgdon and Company porferned a unique 
invesizvent servies for cur custenors which we called financial 
planning. And wo were further instructsd to explain to the 


prospect in this fnitic! interview that we had a number of 
1 TS 


services avatlabie to him, and we were instructed to cite the 


particular services which wore avaikabdlo, such 2s bonds, 


investcenut trusts, real estate cyndieatio cons, new issues or 
cings, o41 and natural ges prograns, ee oe on 
Broadway plays. And we 


t. 


making this phase of the pree 
Sentation, that we chould nate to the customer a presentation 
concerning 2 balanced "I" concept «- 


Erawleer Grers: A balanced what? 


A balanced "2", 


Ske Witness: Tr", yer » & balanced “T" concept 
whieh exbreced the philcsop? ving 50 percent of his 


equities, 


eview that, 4a handitns oe equity side oF tho 
Tanced “2" concest, tat we would suggest a ratio system to 
kelp him reack bis financial ebjcetives, the ratio system being 


tuo previscusty referred to 59 porcent professional management, 


SO percont biuo-chip stocks, provth Stocks, real estate trusts, 


real cstate syndicaticns, and 20 porcent speculations. 


By ur. Webb: 
Q Do you recall snything alse about the instruction 
eaves in this area? 
& Weil, the best Y can recall along these linos, we 


wers instructed as to how to gat an agreement from the prospective 
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cuntorer that there was a necd for investing and to obtain from 


him a resronse on whother cr not this Philos ophy oundead Like 


sonething that could be sensibly enploysd vy fib 


g Do you recall whether or rot this approeeck or 
\! 
iastructica was oreken dcva inte various phases? 


A Z don't Lollow the question, 


Q Do you rscall what, if anything, was said es to 


tho variors stages of the devaloszent of the eppresch? 


Was it beeken down into catezories? Would your notes serve 
> ann = 
Yes. In lecking at ey netes to refyre ooh uy recolicction, 
the prosontation was broken dova into tke avpro one eh phaso, the . 
= 


phase of crsating on intorest on the part of the prosysect. 


It was furtzor broken down inte a conviction phase, and finally 


Q TRO closiz: 
‘Dian or the peretontas Seeurity? 

4 No, sar, 

Q Wall, could you explain what you mean by "elose"? 

A Well, the best I can recall ia regards to the presonta- 
tioa, tho close would be in obtaining from the protpect certain 
information on-a contidentvial financial data sheet. 


Q Well, in other words, that was what this approach was 


aimed at? 


Ne, Dickstein: Objection. 
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Eoaring Examiner Gress: Sustained. What was the 
Tre Witness The third phese wes the conviction 


Gross: Yes. 


the best I can recall. 


@ Can you, as you best can recall, give us that 
presentation? 

A Yes. Ivesould give it. Z covld probably give it 
accoréing to the best X can recall. 

Q Woulé you do that, siz? 

Hoaring Emaniner Gross: To whom wes it given? 

Tae Vitness: Specifically I don't recall, It was 
givea to another menbor of the class, with the other member of 
the class teing the prospect. 

Eearing Feauiner Gress: Go ahead. 

By xr. Webb: 

Q Will you give us that presentation, sir? 


A "ir, Jones, I am John Saffor of Hodgdon and Company. 


i an happy to be hero today to toil you about our investment 


philosophy which wo consider is ‘rathor unique. It's comothing 
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we call Pinaneial planning. And in sour financial planning 


services, we offer such things as insurance, corporate bonds, 
corporate securities, mutual funds or investzent company 
shares, new issues or undervritings, real estate syndications, 
veal estate investasnt y 21 ana cateosh SAS pregrans, 


and occasionally we underwyite Broadway plays. And also on our 


sta2f we have neosile that ere specialists in taxation, trusts, 


. 
4 


oLit shaving. 
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C2 course, lr. Bec 3 ncoaceivabie that you could 
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yoursel?, And we 
Do you have any questions concerning any ox these particular 
ervices that I have just nontiones? 

Well, Mx. Prosyect, we feel that there is 2 @efinite 
need for investing teday because of some vory appalling 
statis tics that hsve been roleased by the U.S. Governzent, 
nawely, that 75 percent of the people that reach retirexent 
age today do not have enough money to live os to sustain a 
type of living in which they had been exposes to prior to re- 
tiroment. And with this appalling statistic being revealed 
in this, tho wealthiest country in the world, we feel that 
there is a definite need for financial planning or investuent 


planning. Would you agree with this, sir? 


Now, we use at Heddon and Company what we call the 


ESRZC 
balanced "2" cencept. Tue balanced "T" concept would be 
whereby we think it's sensible that 50 percent of your money, 
50 percent of your assets, should be placed in fixed assets, 
such os Sovlal Security, insuvance, bends, savings and loaus, 
other types of savirgs, eredit unions, Social Security, but 
that the other SC percent should be placed in equities, equities 
othing that has an opyor tunity to grov, such as 
Funds or real estato. 
something that 


vould be a eencible investuent approack to you? 


Now, ef cotzse we, at Hodgdon ans Commany, ere more 


ity side of the iuvestnent program and 
ve feel thet we'have a rather uaiaue way of handling this 
particular agpect ond we call this particular approach tho 
yatio gyston. The satio system vould consist of putting 50 
fercent of your woucy under profosgional manegereat, 30 percent 
-chip stochs, growth stecks, growth real estate in- 
nent trusts, real estate eyndications, and 20 percent in 
cpeculations. | 
We feel that this is 2 sensible approach to investing, 
in that under professional vanageuent we feel thot you have 
exe of the most sensible and less expoasive ways of investing 
an securities, 
And we also feel that if we invest your money properly 


in tho ©0 percent avea, narely, the 50 percent profcssional 
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manegeuent and the 30 percent under corporate securities and 
real estate, that we could have a totai loss in the 20 percent 
area and still not be deterred from reaching our investuent 
in vo2ucking your particular goal. 
Rew does this sound to you, < Bces this sound Like 
& sensible approach? 
recomendations to 
necessary. 
That is the ond 


Q Well, wat would happen after that, when you asked 
: ; 
the infor vootion, for information? 


Well, wo were provided with azd instz eted on how 
oafidential data sheet and at the ead of this sales 
resentation we would ask the custewer certain questions that 
appeared on a confidential Gata 
fe] What was your instruct ¢ the purpose of 
tho confisontial data shsot? : 
4 ° Tho instruction, the bost I cculd recall, was to 
obtain the information, obtaining the answers to the questions 
en the convidential data sheet so that the information could 


be studied and so that a financial pian could be worked out 


for the investor. 


Q What information would bo necessary for the data 


Bkoet? 


ast I can recall, information regarding the 


investor’s 


S4h5 


insurance program, his potential retire- 


mont benefits, kis income nects from an investment program as’ 


projected at a retirenoent ar 


e, information on his insurence 


inforuation on his ronal estate holdixgs, on his cash 
savings aznd money in bonds, information on his corporate 


ry 


securities, whother ov not ke had a will, if there were 
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\ 
le contributions and other wisceliansovs isformation 


that might be important, 
Q liz 


iv. Sailer, who was the instrecter in the arca that. 
you just testified about? 


& he 


e best E can recall, it waa ifr, Haight, 


« 


Q Voll, cowld you teil us whethexs or not this 2pproach _ 


was to be used in canvassing all ney prospects face-to-f2eco? 
Nearing Eseninor Gross: scac the question back, 


question vas read back by tho reportor. ) 


The Witness: fee best I can recall, yes. 


By tiv. Webb: 


Tria was the instruction given by Mr, Baight? 


A The best I can recall, yes. 


@ kay. Did there coxe a tine, Mr. Saffer, when you 


were givea an instruction on how to overccne chjections that 


& proseective cliont might have? 


He. Dickstein: May we have the time, circumstances — 


and tho speaker? 
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Mr. Dickstein: Is the witness looking ata 
document now to refresh his recollection? 
Hearing Examiner Gro Are you, ir. affer? 
The Witness: Yeo. 
iv. Dickstein: May 
Pass it to Mr. Dickstein, 
Nr. Dickstein: Thank you. Go ahead, Hr. Webb. 
By Hye. Wobb: . 
Q What was the first step idea? | 
A iden magic w ined, according £0 
Yeeali, was in 
product; the se ¢ a ¢ @ wes to stop overcoming 


sections but to use the customer's objections to kelp to 


ings and his objections about a par- 
five appeals only would he 


Q Yat were those five 2eon ls ce. Saffer, as best 
you can rernombor? : 

A Well, the best I can renonber, they were to appeal 
to the presnect's sense of fear, to his sease of fear, appeal 


to bis Sense of greece, appeal to his sense of prestige; z 


can't recall the others, 


= 


Q All right, sir. Go om to the next step, as best 


a ee (sze2_| 


? 


explained was that we should feel conficent and superior, 
a subtle monner, and always know more about our 
2YOaUCT the products than the prospect or the 


ninth step was to be always in fighting 
and meatal condition. 
instructor was, 
to your 
A 
(a: 
A 
there cone 
given instruction on the convictional stage of 


Sears? 
GUCvTALL? 


reuenve:, can you tell us what wes 
who waid i S$ agpreximately when it was seid? 
instruction on the 
the POS? S given in 21962, 
iv. Height and it 


ech fact that we presented 


about a parti ax a vo should also give the customer 


oenefit. 
And we wore further instructed to only give the facts 
nre of interest to the Cad prospect, to give the 


facts that were pertinent or that are necessary to support 


conviction phase of the presen 
manner, 


VYouid you, go 


g 
Pola ntiese= nl) dm sactes 4 tt 2 + 5 
Finding out the neacs ond the wants and 


wa om 042 5 aN 
PRLTvecusas 


prespect. 
Q 
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teshniqu Ye img facts and 


Res 


yarticular f2 2 benefit that could 


Sade 


customer, bricges such as, sccording 


this you will". 


on, plesse. 


A And we were further instructed on this particular 


a) 


aspect regarding tho naii-down. By that, according to the 
best I can recall, it was meant that we should obtain an 


agreement or an acceptance on each one of the major facts 


and points sbout the conviction : 2 ce interview by 
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memory, I do recall additional instruction by Mr. Carr. 
Mr. Webb: 
that additional instruction, eas best you 


can reonenber? 
A As best I can renenber, the instruction by Hr. 
Carr was the citing on his part of several reasons to con- 
vince someone to seil a particular security. 
Me, Dickstein: May we gee the notes to which the 
witness is 


srominer Gross: Yes. 


Thank you. 


Could we go over those reasons, sir? 
am cerry. 
You testified that Mr. Carr enumerated certain 


which to convince a customer to sell. Could we 


Well, in using my notes to refresh my memory, the 
that we were given were to explain to the customer that 
he might be too heavy in one stock, that he had too large a 
percentage of kis money in one particular security, and to go 
on and explain to him along these lines, that the institutions 
don't have this large a percentage in any one particular company. 


and to.go on and ask him if he can afford to take such a loss 


4£ something should happen’ to the particular company that he 


had 2 keavy percentage cf his securities in. : 
Another reason that ir. Carr gave was to show the 
customer, or say to the customer that he has such a small 
roney in one partic stock that it really won't 


i- 


make the 


that point do you recall? 
on to instruct, us along 


ean recall, that the customer 


or buy ore of it, 
we vere faseructed on was to 
the advantages of a tox loss in that 
in taking a tax loss, vould be able to write 
st his taxes and therefore absorb sone of the loss 
This way. : 
The fourth reason that Mr. Carr cited, nccording to the 
best I can rece was if the customer was in 2 situation 
| 
where he kad a large paper less on the stock, we wore in- 


structed to explain to the customer how he could sell the stock 


and, if he liked it, to buy it back thirty~one days later 


and thereby use the loss as a tax deduction, | 
A fifth reason Wr. Carr cited was to explain to the 
customer that he has teo much of his money in one particular 


industry, and thereby unlike a lot of the institutions that 


were Civersifie 


down, that thic wasn’t a very prudent 


Ne. Carr went on to instruct us that we might advise 


to give away come cf his securities to someone, 
mild, and have the perticular minor sell the 
could be used to finance edu- 
eation, 
Ske seventh roasen 
where a norton » Seon ‘ he company 


ef the comeany which : : gate wv, and he went on to 


explain + S that « custener might own too mech of his own 
ecrnesany's ) even theugh he was working for them, this 
not be a prudent move. 
necting was to advise the eustos ; wight not be a 
idea tos SOOd 37 teceuse, as 
it goins up are rather 
iuocructed, may be the cine 
when the professionals are getting out of the security. 
Another reasen that Er, Carr cited was that we might 
inform a particular custoxvsr when the institutions were 
Liguidating a stock, when they were gotting out of it, to tell 
the customer about this and use this as a reason for selling. 


Q What about -~ Ge ahead, sir, I am sorry. 


fad another reason that ne went on to use was to 
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ese 
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if anything, was said about conparing rental 
es to learn ecauity positions, etc.? 
Voll, in using ny notes once again to refresh ny 
Cory instructed us on cenparing reatal houses 
%o learn of the equity position that 
e project and to determine the 
g received so that the investor 


could comesve kis investments with the ones that Hedgdon and 


Company offered. 


Se, Dickstein: Kay we make it long enough? 


wl @ 


“oaminer Grose: I see the witness’ hunger 


Did you want Sa say something? 
tiv, Diekstein: Yes, sir. Bespite tho fact every- 
bedy is huncry, x Cou't think E will kave time because I have 
been handed this jumble of papers. May we have a somewhat 


Rozger lunchcon recess than is normal so that I can: try to 


Bearing Exaniner Gross: What are they? 

‘Sie. Wedd: Lot tho record reflect that these are 
copies of the notes in unassoubled form waich were voluntarily 
reproduced and given to counsel for the respondents, and which 
are not junked material. 


i. Diekstoin: These apparently are the notes or 


am eivaid wit 


you may use 


your notes. 


to refresh ny 


memory, Hr, Carz soir 


voravdice veal estate syndic Th i the dest tT can recall 


how to go kack, converse wi ith a vrespect 


i 


Jno would cancel a particular real ce tate unier- 


M ae 


me. 
a) 
ee od 


peel eee a2 = 
srtg instrection, as i vecell, was 


sus 


AUST 2 It ‘is all sold out. 
Gu ouzhnt to take 
| 
wores to chat 


ho went on to instruct us ve should ask the 


oroblem vis, 3 he vented to cancel. 


recell whether or not, Mr. Saifer, you 


followed such advice? 


& No, I don't recall specifically whether I ever 


used it. 


Do you recall anything else that hie. Carr spoke 
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‘thon, w 
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lose, putting them in suc 


7°. OlL comments 


to the custemer 


~ wOnS. 


wthing else that you 


wor 
ve — = 


, 


toner thet would be a cheek 


conin 


get it. 


And he also 
chat we curselves 


hould be convincea 


msurance polic 
hat ve should keep 


hion, uncomplicatea 


| 
tan recall, sir? 


it and say to the 


month and we would 


£ can recall. 


do not 
a copy of 
(A copy was handed to Mr. 
Thank you. 
saminer Gross; 
Webb: 


hms 


lat the notes. 


appear 


to have the notes 


S recollection. 


toin by the witness.) 


ere we waiting for? 


I thought, I was waiting for counsel to look 


He already has. 


Enaminer Gross: All right. Ansver 
yos or no. We Pecommondations made that you sell spacial 
Securities within tho Specific areas while you were at the 


Eededon Conzany? 


All vicht, 


By Ue. Wobh. 


fou vero these rocommuntations brought to -your 
— 


- Clesy as to enact ¥ whore you vould like 


ct my me FT dontt Guite understand this «. 
, 


Thove were var rete brought te your attention 


your clicnts, is that & correct 


A) For tore Aten recommendations physically brought 
to your attention, Wo Bnve gone over stave meetings -~ 
aamincr Cross: Vere you Siven lists of these 
Teco: 
Ves, fron tixe to time we were, 
Nr. Webb: All vight, 
Would you mark this Mr. Roporter, 
Mr, Dickstein: Ddoog the witness understand this 


question rofors to lists of recomnandations which would ge within 
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Webb use the word clicnt and yet because 


enc is addres to the aucstion involving client 


eee ree REE RTS OS RD # 


the rocord is confuscd. 


Wan 


Hearing Esnnmine 3 Do you consis 


veconuendationzs of yours but whe 


zh you, is this 2 financial 


Follow 


Heaxving Examincr Gross: ny plan of any 
no, sir. 
wontion this because tir. 
he word client was used as 2 een of art at 
At lcast so he vas 
VYheat is a term of 


J would 


you use ths word client to mean 
something Gifferent fron the word custonsr? 
fiteess: Yes, si zg secaii, in ny 
employment at Hodgdon & Compeny in my initial 
training, three types of relationships were defined. As I 


vacail, one was that oX an account which would morely be someone 


oo. 
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Save us ordors to buy and sell through us. That of 2 custome: 
rememhnsr, would be SCMCONS Who would follow ous 
vyeCcoumandations in bart whereas a Cliont, as if reniember it being 
defined to us; would be someona who vould fcllow the financial 
> PPCTTI Aas Cesicgnusd and outlined, 


By llr. Webb: 


The client he is the one who Followed tho financial 


All right. 
Now, gotting back to Division Dzhibit 234, the 
P2g0, there is the handvritten notation of the initial H, 
DS you know ina that came to bo mee on that page? 
& va3s, as i cap bast recall’ ana perceive, is the initial 
of Nr. Haight, . 
Roaring Examings Gross: Mr, Saffer, the quastion 
is: ‘de vou snow how that initial Bot there? 
Well, as f bast recall, tha initial 
ced hare 2iter the final sumrary had beon composed 


R endorsament to be ea vied to the particular customor, 


Keoaring Exaninox Gross; Did you get a copy of 


this lotter for your verconal files ator it was sent? 


fhe Witnass: f believe fr did, yes, sir, 
Hearing Fuaminor Gross: Do you recall the 


initial on your cony? 


CALS 


tions and/or carefully analyzed: speculations. 


Q This 50-30-20 recommendation, ini this case, 


was it so-called standard rocommendation that was ‘employed 


by Hoedgdon and Company and tought during your trainings 


it not? == 


t is the way I it, yes, sir. 
i 


Q ere we have four proposed plans in which one 
out of four of the recommendations is for the 50-30-20 
ratio. Was that ahnout the sane ercentage of overall 
plans during the time thet you were at Hodgdon and Com 


pany in which you employed the 50-S0-20 ratio as expressed 


in the Bahry letter? 
A I Wave no recall as to whether or not that was_ 
the proper ratio of using the 


me express it difforently. 


z | 
Rere we have four plans a, in one out of four, 
ratio. If we examine all of the 
plans that you prenssed to your clients or prospective 
clients, during the time that you vere employed at Noegdon 
and Company, would we find approximately one out of four 
employing the 50-30-20 ratio? 7 
A I couldn't ansver that specifically. E would 
- 
say that the best I can recali that the percentage employ=- 


ing the 5C-S0-20 ratio would probably be higher. 


Q Now much higher than one out of four? 
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Mr. Dickstein: Do you find the note of that 


particular Lecture? 

Mr. Webb: I have the notes. They are in evi- 
dence, Mr. Dickstein. There are five, Exhibit 260, past 
reccliection recorded. 

Mr. Dickstein: Thank you. I was mistaken. 

By Mr, Dickstein: 

Q Are these the rotes you wish to use to refresh 
your recollection, Mr. Saffer? 

A I would Like for clarification, becavse I am 
not certain that I testified to the fact that f attended 
a lecture by Mr. Uaight in which he lectured on five 
different appeals. I recall looking at these notes and, 

aking certain statements surrounding these 
notes, under which Mr, Ueight, as I said, I could best 
recali, lectured on £ive points concerning a sales pre- 
ROIS 
Me. Dickstein: May we have this marked for 
identification, please? 
(Whereupon, the document referred 
to above was marked as Exhibit CCCC 
for identification.) 
By Mz. Dickstein: 


Mr, Saffer, would you identify - Respondent's 
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ation for us? 


am referring to the DOYtion be 


£ Ginning, "NING 


Saies Steps." Were these notes that you took of a lec- 
ture? 
& 2St 3 3, thoy were, yes, sir 


e« 


By wh 


hav was the occasion of the iecture? 


i don't remember 


debater 


taken by you di 


catesory under the "Mine Sales Stens," 


epreals only will wort." 


eee 


Did the spoakor onumerate those five appeals? 


I don't remein 


Tyan 
CEIOMIODM 


Q Do yor recal? what Was said on that, or any 
other, occasion, as to the five appeals that should be 


nploye’ in selfing 


a Mell, yes, sir, as I car best recall, other 


we 


them, were appeal to Sear, 


appeal to grecd, appeal to fear of inflation, appeal to 
es 


at the £ifth ene was. 


*, 


fear of loss -~ I cai't remember wi 


7 0 + eens womens 09 see 


Q Weren't the appeals to fear of inflation and 


subneadingss undor 


you not, that one 


'e a4 ? 7 7 se # = 3 =< 
Z think ink I remember 


of the cpneals thet we were instructed 


ronowher tho other two of then? 
fear, apseals te Sreed and appeals 
to prestige? 
No, can't recall, 
Q Di& you evor enploy an 
opereaching a prospect or Ciscu 
tial investment in a Securit 
A I covld not rememto specifically, no. 
Q Did you ever hear the term, "appeal to status,” 
appeal to prestige? 
4 Yes, sir, I seem to recall that was used. 


Did you ever employ an an; to status in dis- 


mds oe a RD ) 
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cusSing securities or investment planning with a client? 


A I dcn't recall whether I used it specifically 


or not. 


Q Wovic you give us an exarple of an appeal to 


recd, @S you used it, in éppreaching or diseussing se~ 
curities with a clicnt? 
A Well, an approach that could be used, as I 


> 


best remember seme of the instraction that z followed in 


‘S ronenber actually or | ifically what 
> candid 
pproach thet I used without excention. 
Q You mean you herve no recollection of ever using 
ppreacn witich you character: app cal to greed? 
IL intimated that. 
-ve you ever heard the term, "nope of gain," 


x the apnea to greed? 
Q Did you ever use it -~ the "hope ef gain" as 
& talking point in discussing securities or securities 
investments with your clients? 
ix, as I rocali, I did. 


Could you tell us whet it is you said? 
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Z best recail, one of the exanples that 


I had use F ; to the prospects lope of gain was 


% 


showing the comparative results of a particular anount 
of money invested over the past ten years in a mutual 


the results over the sane period of time in 


Q Was that something that you were told to use 
uncer the category of eoncal to groed? 


4S 4 best venember, ¢hat was one ef the examples 


be used, yes, sir. 


ied that I did use 


Could you recail any other exampies of appeal 


Yo try and bost answer that guestion, I would 
ssy, in showing the performance of varicus investments over 
& pest historical period of tine was used in appealing 
to % greea of a prospect or a customer. 

Such as showing what the resuit of 100 month ly 
investinents in a selected mutual fund would have been 
over the course of the last 20 years? 

A S Sir, that would be an example, 
Q Was that avpea2 to Grecd which was recommended 


to you at Hodedon and Company? 


[ass |] 


A Yes, sir, as I remember it and understood it, 
it was. 

Did you employ that particular appeal? 

Yes, sir, 2s FT best remember, I dia. 

Do you remember any other recommen nded apprea ach= 
es, sales approaches, to a client which came under the 
heading of an appeal to greed? 

A Well, independent of looking at notes. I can't 
recall any others at this tine. 

Q If I showed you notes which aprear to describe 
a fully developed saies approach to a client, might this 
assist you i in refreshing your recollecticn as to whet 
other male: to greed you were taught to employ at ilodgdon 
and Company (handing to the witness)? 

Yas your-memory been refreshed, Mr. ‘Saffer, 
as to ony other exammies of appeals to greed? 


A There is one other that the notes refresh my 
memery on and that is concerning the real estate syndcdica- 
tions at Hodgcon and Company. 

Hearing ixaminer Gross: The what? | 
The Witness: Real estate syndications. 
By Mr. Dickstein: 


Q What was that? 


A Well, that was whereby it could be explaincd to 


prospective customer, as I recall, that the real estate - 
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offerings would pay somewhere around eight to ten percent, 


partially tax sheltered. 


And that was another example of an appeal to 


Well, as Z understood it, at that time, as I 
best recali it, it was, yes, sir. 
Q I em not challenging you, Me. Saffer, I am 


merely asking you i is the case? Is your answer 


fully exhaust your recoiiection of 


s 


the appeais to greea that you were taugnt at Hodgdon and 


, 


Co:meny? 


. 


A Well, I remember that there was some instruc- 


undervritings, special situations, concerning the fact 


if they were successful, there might be a hope for 


epital gains. 

Q Does that fully exhaust your recolicctions as 
to the appeals to greed that you were taught at Nodgdon 
end Company? 

A - I can’t recall any others at this time. 

Q Do you recall employing any other appeals to 


greed,other than those to which you have already testi- 


fie? 


er then the two I tes 


arent serve to refresh your 
ome er 


CSUCRE at Hodedon 


Stas of those appeals to 


can Gest recali, after 


TETERS OF approached retirement 
2¢ woul@ have the Satisfaction 


having built ep an investmens D 


for his Benefits st 


were tau 


4 As I best renenber it, yes, 


Q & you ecploy that 2ppeal to prestige? 


4 S I bes recall, I did use it, yes, sir, 
Q What examples of apneals te fear were you Given 


at Hedgdon ana Company? 


A As I best Femember, the appeal to fear that we 


mall : [auss 

Ca ‘ 
wore instructed on was that of the loss of purchasing 
power of individuais' money through the effect of infla- 
tion. 

Q Could you tell us how you would make that appeal 
to a client cr prospect? What did you say? ~ 

A Well, the instructions we were given and that 
I emplcyed, as I best renember it, was citing the price 
of varicus consumer items, such as a car, loaf of bread, 
or Coca Cola, or heme, in 1940 versus the current price 
today. 

Ang you did this with yeur clients? 

Yes, sir. 

Coulda you recall eny ether examples of appeal 
te fear that you were taught to employ at Hodgdon? 

& Well, as Z best recall, there was instruction 
on explaining to a customer that there could be a loss 
sustained by placing an excessive anount of moncy, as 
relating to this situation, in one security. I explained 
through lack of diversification that there might be the 


possibility of sustaining losses. 


wi] Did your employ that appeal to fear in discussing 


securities with clients or prospective clicnts? 
A As I can best recall, I did, yes, sir. 


GQ Did you recall any other examples of appeal to 


= 


[_s107_| . 


¥es, sir, ome cther that I cam recall, we were 


instructed on, and one which I remember using, was in 
citing the statistics about the income of senicr citizens, 
people 65 years and older in the country, and relating 
the statistics and figures surrounding that by showing 

to a prospect or custener that a very emai percentage 

of them actualiy had enough income to sustain a standard 
of living which they had comparably been see to 


> PKior to retiremont. 


Q s anveal to fear that you were tong! Rt? 


A ) est vemer it, yes, sir. 


any other appeals to fear? 

Mr. Webb: Br. Dickstein, Mr. Byeniner, ha 
no objection te this docunent to which 

‘ boon testifying and looting at is pentozett into evidence 

as to wkeat wes said and whet he used, and we cou 1a maybe 
expedite this matter. There are certain things here tha 
apparently Mr. Dickstein is directing the vitness' atten~ 
tion to constantly, and I have no object uhatsoover if 
the document is emtered into evidence, 

Mr, Dickstein: Tne witness testified that an 


examination of a document might assist him in recalling 


verious cate- 


\ Ales . 


Weg the wit- 


Jed eee 
a a 
CSREES 


Aigfercnt. 


fre Vitress: 


fe st pe ot 
Se pu he nm 
D2OKSVUCLG: 


matte moe 2 per 
CRU PSTHLL Ey 


seen bewr , ~ . Ske t ~» John, 
3G wien you sey yeu don't reca sy Others, 


- 2. e 
eny cthor 


eG 
Gees 


A, 
a poe 
ane oe 


ville-Dotroit ond Mo. 
is not here end ke is in court cn on assignee criminal 


case. Ress mud he will be here this afterncon. 


going to have a rather large quantity 


ef Cocuments the wish to offer into evidence curing 


Nieht I suggest that we recess 


"395, if the reporter cen bo here 
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gunrantecd basis, that is, thoy would prey so much a 


exceeded a certein cnonzt 


be insreaesd, and that the ention that 


gunrantess were appercatly 
to tet enre of the tndebtedness or the Ican that 


‘> 02 the prcrorty. Va 


Q Do you roentl whether or not Here Eiblor cissusscd 


ec3 preaettes with you of Vestialls? 
— 


- se ~ 
ot 2 prospsotce. 


No spceific parte ik w~—= 220 
evsciag preoseetuscs, to the best of By Be 


f:llsaies that these pecspeetuces by rozson of the, I precusa 
} 
, . 


tha Seseritios and Inshenuze Comission, Sos tant thoy 
not bo rarticulariy cloging in thoir report but that they be 


h> ecitrary, to play cewn the futuro or wollbcing of 


at AM 
ERAS) Wrenn 7 


a . : | 


2 — a a mm 2% Benen dn tou Sievey eo3t ered in econ meotion 


Sm wmode ar eww fe mow Ve wna ws ee 


PscsP hes re 


——-* 


I esatt roonli in rartsculicar. 
Qe Wren wes this mentioned cbout, te. Kiblor'’s ces- 
siption o2 a pe:: ncetes, in that comecction? 


A as Tt ony, wo reseirss 


v a 
Gi SS CLo 


[s7s4 

By is, Webb: l 

Q At the tine of these trarsactions Were you able ! 

to distinguish botween a prineipsl ana agency transaction? | 

A Well, 42 I can recoltecs principal would be a | 

transaction where it would ke Lor stoets listed on the ex- 
chances, open stceks listed on the are and agency would 

be One within the company of Hodgdon & Co, 


Q negarcins Westfalis ang Richmond Hotor Lodse ly what | 


MN. 
{f anything dic cr. K cIbICP tel you about the marketability | 
of these invest: onts? 
A As ¥ con reeolice , (that they. would be easily | 
vartoteblo,. es | ; 
Q ~-¥oa_nex berchesed 2€3 shares of Trarseontinents ‘ 
- OSaiern 
Class A stect in Sentenber "63, for a little more than $2,059; 
: —_—_— 
Dr. Johss So CO you recall that? 
A How many shares did you say? 
203, . oo, | 
A To2t's correct, | 
4a Wast Gid ie. Kibpter tell you exbout Transcontinental 
tnvestinz, to tho bost youlcan renenbor? 
A Zo the tsst I con vexember about that) he said he 
iad mado a very careful study of the company and its princi | 
Fl -~ I cross Prosident of the conrany, the name slips me 
ft the morent, Lirscomh <= it has 2 very well qualified ran, 


R very dntelliccat, v very carable in making investments, and 


| 
} 
i 
| 
' 
! 
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I have 2ollowcd thom. If they have been eaceees ~ 

caring Exaniner Gross: Did you ever meke any in~ 
ccpendent e2leulntica vhether your investment, pursuant to 
te, Ribler's rocoumendatiens wore within tho bounds of this 


ratio ssten? 


No, I have not indorcadently, but I 


have @iscusses thon with i, Kidiler, 
By Ex. Chaniro: 


them wity lr. Kibler? - 
r —, 


Q Did 3 oor joa. that your Anvestrents were within 
‘the ratte systen , 
ny husvicdse he indicated they were.| 
olutoiy clear. Have you, fro 
tina to tina roviewsd your overall 3; nt situation with 
‘re Eibler with yore wito boing pecsent? 
A 
-Q TO you kevo tae Rishuend notes L Soo rrosrectus 


Wath you ky any chance? 
Ccnt2as dcoumont tol, Stapiro,. ) 
conseraing Richrond 
Keres Lesse, that = cu that tke shares in 
oe Word readily miviotable, Was that your 


PUM Pa o * : an 7 tna oF ae 
Vela co Gas ite Eachnorng Noter Leos, 


Q You moan by 


Wace 


—~ 
abled to 


pil real estate Ss 
Yose 


fe 
(oy 


4 aiss te 


3 ~ 
NeoAds, FoSe 


Do you soonl 


I can cmevcr 


ty OAS 


z 
wae OG be dee tm 


Py 


Ict's 


Polat! 
foe 
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rot feu ths 


Peeters ome, 
era fn view o2 tho Limitcd numeer cz 


wast Pawan ne 
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wou mee add hwbove 


baw 


oe ee oe 
Ate ee ew bw Vee 
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yoroay be 


nr 
ase 


rao? a, mates oy ses, 
Leine preosecevuse 


%. a ais 
lemrr [eae 
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if you can r 


ve a ° - 
won poeall sz2 


= — 
y C210 noG nave 
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thet that this was true with resare to 


tified, did you not, that you had read 


share 


Ton 
L sending <= 


tint no. 
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r 


b eam 


- _ 


trorship irtorests 
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restrictions 


on assignment of such 


i] 


mmmlionen 
Ceraangd OI vote 


vrointively non to in tno future’ 


Fa my he 


on tho Kiehbmona Motcr 
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’ 
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ti e- 


ni 
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aaron 236 Tacte 


BEST COPY AVAILABLE’ 
from the original bound volume | 
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Well, is it pesstble that he did tell you that? 


Webb: Iam going to cbject to these questions 


Tha Division will condo anything is possible 


of poisibic. Th 


awn 


Tf the Witness can reonli <= 


at ad PN eyo 95 -~ -_ 
Oceano, Breanne, Sst Does your nuswer monn you 


yoosde Chet us say it ov you can't rec call whother 


- % é . 
ce not ko : 
z 


Patascs 3. I cin't recall whether or not he 


Boeke eww 


s2aig it. 


sty econtd wkother or not k2 


ee > Wee Pee sae eS 


th rorard to e/ of 


wets oes tes: 2 


gobi Intovests thet you parehasod? 


stion again, pienso? 


Would you st 


TN < mA 2 
Cuostica read.) 


shapires 
— - x “ en! Ok el + 
Sho athor Iinltod real cstate Limite? partrosnirs 


wa thoa, is do i recaid - vhether 


mnaS you evo esizinue 


ooid anything about cay cf thaacr not? 


Pare, 


oo a 
qsarcbimelesac cn éx IS 3 


ang 2bout 


«gta n te at AW 
ee Ne 


5 Eo sse gins thoy, oz 


Vi aS 


nes would be esutotast3) 
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BEST COPY AVAILABLE 
from the original bound volume 


our clients world wont to pet 20 percent or same figure 


~ 


around there of their money into that tyne of activity 
with the majority of the money in high-grade securities 
and 3 

ities being nv xual funds? 


bi] 


th mtazse that was used as a 


touchstone? 
fa 


Roughly, we thought half the money should be 


3 


/ 


mons commany shares. 

Whee ebout the other half?. 

f 
Woll, perneys 20 percent in special situations, 
percent in real eeeae 
Q Vell, would vou sav that you-vere responsible 
ca ~ : 

for introducing the Sinaneies—eencest> finane tal planning 


concent, with the 


And, from time to time, you published various 
in this conmection; did you not? 
Ves 
Q Iwill show you Division's Exhibit 291-which is 
already in evidence,.and Division's<Exhibit 143 ‘which are 


cchures rerardineg fireacial plennins. 


A. Is there a question now? 


* 


Q Thre question is: Who peas | those particular 


dgcuments, Mr. Wodgdon? 
I did. 
And -- 


Hearing Examiner Gross: What are those numbers, 


Mr. Webb: 293 ana 143, 


Nearing Exeminer Gross: Thank you. 


By Mr. Webb: 
Q Did you author the other brochures that you 
piblished, from time to time,along the theme of finin- 


cial planning? 


My. os To wnat other 
docunent tS are you referr 


Rearing Exaniner :. Were there other bro- 


i 
: ‘ 
| 


end 143, th at—Fon just 


So“ which wore issued by Wocgdon & Company along the 


Shere may have beens 
ne ”. 


Vould an have authored 
E ‘ 
The Witness: ‘£ nay Rave. 
By Nr. Webb: 
Q Gate the time that youarore chiet executive 
Orficer of the Hogecon Lirm, tit jeu roviewkne order 


cn a dsily besis 
¢ 


/64 
[e296) 


Tv think the first Canadian program was in 1961. 
could you tell us how these units are sold, whether 
cold on a principal or agency basis? 


Hz. Dicksteia: Sold by when? 


—wuSely acted as an agent for Apache 


Ana as agent what rate of men alen Goes the Hedgdon 
fism receive in selling, say, a unit of ths Apache ‘oi2 and: 
gag progam of 19961 when it was $5,000; what would the Hodgdon 
Finn receive in the way of commissions? 

Kir. pickstein: I am going to object to this line of 

the quastions pertaining to Aberdcean 
sondead : rliminary to something else, but since -=- 
Eoaring Examiner Grozs: He is on Apache. 
Tse ‘pickstes I understand thot. I am explaining 
in with an objection. 
the Division has stipulated chat there is no 


contention in this exse that the firm got anything but a 


moosoncblie markup. ow, since selling commissions are shown 


Bay 


in the prospectus on tha Apache oll and gas program -~ and ft 
would 288 in the Ahordeen Pund as well -- I seo no purpose 
Vine of interwoyation which is nov being put to Mr. 


Modeden. 


tr. Dickstein: 


OfS-enatination at ch: meee A 


Hearing Uxeminer Gross: I should think se, because. 


to the extent thet there is now matter, to the extent that 


this. coy be withheld. I 


eeson why, ¢O tha extent of: the present” 


QMEMLNGELON as it oceurse a tod ey, you should not go forward. 


Ms. Dickstein: Do I vunderscan 


a 


chat, sCepe for this, 


My. Webb has cencinédd his direct te seinony? 


Webb: Well, I have also Reze, and IF just 


realizes, the stetencne - MESHENES ,- tS Stions and answors 
aken during the interv: £ Me. Hodgdon on Hay 13, 1964, 
by the Mew York Stocks Exchange, during which cine @ veporter: 


ent and took aan apparent sly the verbatim state 


ind Z would also like to protier fertinent 
nis transcript which I have ne for “¢ m2. 


and, unfortunately, there are no numbered iines for 


the pases, but I SEES refer to the pages and to the bracketad= 


i needa items. 

Hearing Sxmainsr Cs lic. Webb, i'd like to ask 
you 2 question. 

In going throvgh.chis have you accempted ‘to eliminate 
any meterial wv Sesp vO Which the witness has already 
testified end which is morely deplication =n those subsissions ? 


Me, Votb: Ve it E Gid ic rather hurriedly while 


66 
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- Twas jooking threeca my notes. 
Hr. Dickctcin: Has ue. Webb alse eliminated material 
Which ke contends to be impeeching? Because if'he has not, 
ne is obligated uncor the rules to point out the nature of 


the impecchment and to point ext the conflict. 


Eeering Snaminer & WOL1, nucw, I.want to point 


oue hac, if it: sea over the cbjcction, it would te 
Becopced only as admiccions agzinst interest. 
Er. Werb: Thet ‘s rig? wht. 


Excmines Gress: That the only purroc 


Mr.'Webb: Yeo, sir, thet is my understanding. And 
‘is not boing offered to impeach. 
vemincr Gsess:. Very well. 
lise to point out, with reszect 
to 3 a thuony, that the vitness, Mr. Beaea aen, hod 


ccuncst at that timo on 17 and 28 Aveust 1965; was ae@yised of 


Bocuse of the irs: clgaeron, and wes .ekeso infomned cf nig 


£ thiak ur. Webb is referring to «= 


Gon’ Imew wh ig tO, SO XY won't characterizo 


2 would Like to sav, since Mr. Wirsch is not here, 
that © am aulte certain 3 joi my objection, and 


fAachkaps have additional objceciens- 


By Mr. Webb: 


Did you utilize these specialists? 


Would you tell us why not? 


Q 
A No. 
Q 
A 


Well I never really was fortunate enough to have 
any clients that warranted uSing the specialists. I never 
came across that type of clientele. 

Q What do you mean by not having that type of 
clientele? 

A Ones with substantial enough money, or portfolios 
that I would have to consult with them about. 

Q Were there any other reasons? 

A Well, later on, after I had been there a while, 
I just got the feeling that they were not quite specialists; 
that's all, so I didn't use then. 

Mr. Dickstein: Objection. Move to strike the 
portion beginning with "I got the feeling that...." 

Hearing Examiner Gross: Overruled. 

By Mr. Webb; 

Q During your employment with the Hodgdon firn, 
did the Hodgdon firm recommend securities tolthe registered 
representatives from time to time? 

A Yes. 

Q Will you explain how this was done? 


A Usually it was done at our Tuesday morning meetings] 
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Mutual funds were recommended, and then various common 
stocks and various real estate syndications. : 

Q Well how was this brought to your attention? In 
what fom? Documents, oral statements, or what? 

A Both. 

Mr. Webb: Would you mark this as the next 

numbered Division Exhibit, please? 

(Whereupon the document referred to 
was marked Division Exhibit 458 for 
identification.) 

Hearing Examiner Gross: Off the record. 

(Discussion off the record.) 

Hearing Examiner Gross: On the record, 

By Mr. Webb: 

Q Mr. Flynn, I will show you a three-page memorandum 
from the Hodgdon firm dated September 21st, 1962, and it 
has been marked for identification purposes as Division 
Exhibit 458, and I will ask. you whether you can identify 
this document? 

(Handing document to the witness.) 

A This was the type of documents we used to get 
quite frequently. 

Q During the Tuesday morning meetings? 


A Yes. 


Mr. Webb: I will offer that into evidence. 


Q 


Mr. Dickstein: No objection. 

Hearing Examiner Gross: Received. 
(Whereupon Division Exkibit 458, 
marked for identification, was 
received in evidence.) 

By Mr. Webb: | 

What about the chalk board in the trading room? 

Hearing Reiner Gross: What about what? 

By Mr. Webb: 


What about the chalk board in the trading room? 


Did that also indicate what securities were being offered 


by the firm? 


A 


Q 


Yes. It listed the securities. 


Would you tell us what you recall the chalk 


board disclosing on any given day? 


A 


It would just tell the number of shares and the 


issue and the price. 


Q 
A 
Q 
A 


Q 


And what about ‘the commission? 
Commission was never printed up there. 
Not on the chalk board? ; 

Not to my recollection. 


You mentioned the various kinds of securities 


that were recommended during these weekly meetings. You 


mentioned mutual funds. Which mutual funds were recommended? 


A 


Primarily Aberdeen and ICA and Putnam. 


eci70 


Q You mentioned real estate securities. 
you indicate -- can you tell us what kind of real estate 
securities? 

A Limited partnerships and Counen stock in real 
estate securities. : 

Q Were these firm underwritings? 

A Secondaries and firm underwritings, yes. 

Q What about apart from real estate eee 
did the firm recommend common stocks from time to time? 

A Occasionally common stocks. 

Q What kind of common stocks? 

A Occasionally listed securities; and the other 
common stocks would be speculations or new companies. 

Q Do you recall whether or not the firm had had 


these securities in inventory? / 


A Yes, most of them were in inventory. ae cw 


Q Can you tell us what volume of business you did-~ 


in listed securities during the time that you were employed! 
by the Hodgdon firm? 

A I did very little. 

Q Were you present during any of the sales meetings 
regarding the Van-Pak offering? 

A Yes. 

Q Do you recall who spoke eine these meetings? 


A To the best of my recollection, Mr. Luttrell and 


an inventory in Primex? 
A Yes, there was a time when they maintained an 


inventory. 


Q And you learned that through the weekly sheets 


that were handed out? 

A Either that or the board in the trading department. 

Q Did the board in the trading department show the 
inventory ina particular security, or simply the bid and 
asked in securities in which the firm was making a market? 

A It showed the bid and asked, and ie showed the 
number of shares. 

Q Did it show the number of shares that were availabid 
at those bid and asked prices, or did it show the in-firn 
inventory? 

A Oh, no, it never showed the fira's inventory. 

@ It would simply show the number of shares that 
were being quoted at that particular offering price, or the 
number of shares that the firm was willing to purchase at 
that particular bid price? | 

A That's right. 

Q And would that be changed during the couse of a 
day? 

A It would be changed during the poaere of anhour 
or a minute. 


Q And this did pertain to securities in which the 


SCRTZ 
firm was making a market? 

A Yes. 

Q Did the firm sometimes have securities in 
inventory in which they did not make a market? 

A Yes. 

Q When you received these wookky, memoranda, 
occasional memoranda, listing various securities that were 
available for sale, did you have any way of knowing whether 
the number of shares listed in the last column was the 
number of shares that the firm had in inventory? 

A No. 

Q As a matter of fact, did you have any way to 
know whether the firm was long in these shares, 4s distinguishe¢ 
from short? 

A No. 

Q These were simply the number of shares that the 
firm would be willing to sell at that particular price? 

A That's right. 

Q And that's the way you understood it? 

A Yes. 

Q Did the firm from time to time recommend listed 
securities to its representatives? 


A Occasionally, yes. 


Q Did Mr. Hodgdon occasionally discuss listed| 
; t 


securities with representatives? i 


f 


i 


bas] 
household goods between points within the United States. | 
Q dust what is a freignt forarder, tr. Barrett? 
A A freight forwarder is identified oy the Commis 
a8 2 carrier, although it operates no SESEREENe equipment. Tt 
purchases transportation such as air, water, rail; it purchases 
ali reguiatea transportation in its operations. | 5 


Q - Woutd you Seneraity state the nature of your duties 


-@S president of Van-Pak?. : | 


ct as generat manager, administrator, Go genera 
sales work in case of Sovernrent egencies, nationa1 accourts 
Q By that, do you mean you Aivect and supervise sales 


* 


Work in relations with Sovernmnent agencies 


A (I Girect some, ang_t REY eS on myseie 


Q _sODié there Cowe a time’ when Hodgdon & Company under— 
. wrote: &@ public offering of Ve an~Palk common stock?" 

A Yes, it dia, 

Q .¥hen dig this underyrs Lting 

& The Underuriting ve as Soewen, - some etine 
and Apsry , middie of Aprii in 1952, |compietion.. 

¢ 

Q EOE SS or during the underwriting period, Were there 
any contracts peereen the Dofenso Lepartment end Vaen-Pak for 
the movement of nouschoid foods of servicenon? 

A Not contracts 28 such, no, 

MR, Pp GUY: Miss Reporter, I ask you to = this 


Pocunent Divis sionts next nemberag exhibit foy Lacatse: cation. 


[ox26) 
{The document referred to 
was marked Division 's(x- 
hibit 460 For identification) 
BY MR, TIMMEUY: 
Q Mr. Barrett, I show you a gocument marked Division's 
Exhibit 460 for identification, which purports An be a prospec- 
tus registered with the Cemmission at the time of the Van-Pak 
underuriting . . 
I ask you to look at pases 9 and 10 with regard to 
ornament business. Directing your attention 
to these pages, wovid you read these pages to yourseif, 


please. 


yrrett, as cf the time this prospectus was 
weitten, did ittully detineatestne nature of Van-Pak's deat- 
ings with the Defense Department 
; f 
A Disclose it, you mean? 


Q Diseiose it. 


A Yes. 


Q ae or dering the underuriting period, vere there 


yer 


“3 any contracts betueen Van-Pak and the State Department for the 
movement of heuschold goods cf State Department enpioyees 


Wo, sir. 


- 


Prior to pr during iid underuriting period, were there 


heyy * Cre. onty 
DeULCCH Vota een aNY Government agency for the 
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_ ea) 


novement of houscho1d gcods ef any goverment cane! 

A Not ecntracts as such. | hae i 

Q Prior to or during the underwriting pertog,’ was 
there a guarantee of income as @ resuit of approvals of Van- 
Pak's tender cf service by the Defense Department? 

oad, 
A No, sir, 
Q fgain, prior to or during the underwriting pertoa, 


did Van-Pak-neve any guarantee of any sort from the government 


whican would preduce income? 


A No, sir. | 

Q Mr, Barrett, did you AG Se tell any representa= 
tive of Hodgaon & Company, a principai or othermise, that 
--Van-Pak had government contracts of any lana « 


A Zt don't recat 1. of a any, 1 no. 


Q Did you at any time teii any representative of Hodz- 


Gon & Commany~that Van~Palc anticipated government contracts 


of any king? : 
NUE SS. So 
Q Fave ycu ever attende : meeting at Hodedon 
& Company? | 


A ee believe I attended tuo. 
Q Appr timaces when did you attend these sales meetings, 
Ee. Borret¢? . 


/ 


A Sem tins, I belleve, in the lattor part of Narch, 


CurLoe tha ureerrel ting, en atesseetins, an earty- 


NOES TO87 
Vw hl 


PROCEEDIN G 


NEARING FXAMNINER GRO Rll right, go ahead, Mr. 


unéorstand,the purpose of this 


ce put into evidence a of documents which 


Division has orevicusiy shown Mr. Dickstein, and which can 


and in this connection I have 


e put in without auy foundation, 


a number cof such documents and would like to have them marked 


at this 
RING IMAL R GROS C£E the recorc. 
the recorcé.) 
RXAMINER GROSS: 


3B: I would like to have next exhibit 


29298 


ort 


agéen and 


nemomanda. 
Anc is it stirula 
-ister representatives from 


the dccuments? 
will so stipulate. We do not 
complete set of memoranga 
referred to in 1662; but to the 
swmitted these memoraréa, we will 


distxibuted. to the represertatives of 


| Hodgdon and Company akcut the time indicated. | 
HEARING EXAMINER GROSS: Is it your intention to 


indicate later whether there were other memoranda? 


MR. DICKSTEIN: I am not sure. We have not 


ascertained there were other memoranda. 
EERARING NXAMINTR GROSS: ALL right. Mz. Webb, let me 

into the recerd, the cates. 
All right. The first memorandum is dated 


was: another memorardum also Gated March 8, 


the 


Drug, among other securities. 


The next one is April 6, May i1, October 1, October 5, 


October 22, October 30, embe , November 13, 


one for December 10. 


That is the en@ of these exhifits. . 
HEARING PMAMINER GROSS: Marked and received. 


{The @ocurerts referred to were 
maxvkea fer identification as 
Division Fxhibit 550 ané admitted 


nest exiiibs dsc imc gation cf 


OO ; 2639 


Nodgdon memoranda given to representatives, and this compilation 
relates to a pexicd from January 8, 1963, to December 13, 1963, 
an@ contain the following additional memoranéa: 

January 22, 1963, January 29, February 5, February 12, 


February 19, March 5, March 12, and on page 2 what looks like 


Starch 23, 1263, April 2, April 23, and page 2 of April 23, 1963, 


May 7, May 14, June 4, dune 25, July 1, July 23, Juiy 30, 

: August 7, September 10, September 17, September 30, October 8, 

13, November 19, December 6, and December 13, as 
mentioned; cffered in evidence as Fuhibit 551. 


UDARING EX YER GROSS: Hew many are there? 


HIARING EXAMINER GROSS: Received as Fxhibit 551. 
fhe memoranda referred to was 
marked for identification as 
Division Exhibit 551 and admitted 
into evidence.) 
DICKSTEIN: We will enter the same stipulation as 
to Exhibit 551 as we did fox Exhibit 550. 
WEBB: The next is simply a list of Hodgdon 
i}nemoranda, and this one compilation beginning with January 7, 
1964, and it is page 3 of that memorandum. 
The next is January 7 -- I am sorry, I will withdraw 
. 
first one since I have the complete one here. Janvary 7, 


first full memorandum of January 7, 1964; the next is January 


Sanvary 21, January 22, February 7, February 26, March 5, 


ns 
CSRS | 7999 


March 23, April 10, May 22, June 16 -- I withdraw the June 16, 


he 
ive} 
nv 


4, document which dces not appear to be an internal memo of 


Hoégdon firm. 


July 30, 1964; and another document entitled Memozranéum 


Estate Information, and this is the last document in 


Would you like the number of these? 
HEARING EXAMINER GROSS: What is the last date? 
: Well, the last date -- 
TEARING RXAMINER GROSS: All right, I have that, July. 
is being offered ag Exhibit 552. 
No objection. 
(The memorandum referred to was 
marked for iddntixtication as 
ivision Fxnibit 552 and admitted 
into evidence. } 
HEARING EXAMIKER GROSS: adinitced, yes- 
HR. DICKSTEIN: Mr. Webb has just handed me the 


!eorporate recorés @ minutes of Hoégdéen and Cowzany, from what 


the corporation to a meeting 


Noverbex 15, 3962, and « first volume, and 


acetion from 


purpose to the offer o 


1 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 


24 
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By Mr. Webb: 

Q You previously testified, Mr. Hedgdon, that 
capital gains shculd kave no influence over an investment 
decision to sell a particular security, especially in a 
stagnant company, cr a stagnant industry. 

Do you recall that, sir? 
Yes. 
Would you define what 2 “hac company is? 
That is always a matter of investment eopinicn. 
Hearing Examiner Gress: Well, in your opinion. 
The Witress: In my Cpinicn it is a company 
that -~-a company or an industry where the general eines 
cf the industry cr the company have flattened cut over 2 
perio2 of tim? and have-- 
By Mr. Webb: 


Q You are going to have to explain what "flattened 
out" means. 

A Where the momentum cf growth per year, the 
percentage g2in in earnings per year has leveled down, 
and where there appears to be a considerable technological 


or scientific threat to the company's principal products: a 


number of factors that go into it. ee) 


Q During the time you were president, Mr. Hodgdon, 


did the Hcdgdon brokerage firm have a research department 


as such? a 


a 


See 


ee Ne + RR ee ee ee RT ee ee eng me ee oe 


>) 
O018 


Ezsea} 
A No, we did not, as such. Je ; 
Q Well who at the Hodgdon firm determined waal~ 
company was stagnant, cr what industry was stagnant? 


A Nebedy made that determinaticn except the men \ 


\ 
\ 


for themselves. 

Q- The individual salesmen? 

A Yes. They had access to the value Line Survey 
whick gave vital statistics cn’all ae corporations 
for tke last fifteen years. = 

_ Q Who was responsible during your presidency for 
selecting undervyritings and scoEnn nics to be Sold out of 
inventory? ! 

A‘ Tnat is two questions, I Seatonee 

Q Well,-- 

A I was responsible for -- primarily] for the 
selection cf_undezwritings. And in the case of the sale 
of securities from inventory, the answer is a'littie longer. 

The trading department would try to inventory to 
some extent those securities which the man were actively 
to their clients, or in which the men were interested, and 
to the extent that, occasionally, in trying to keep abreast 
of the representatives' sales to their clients, the firm 
would become long to a greater extent than was desirable, 


or shert to a greater extent than was desirable in a certain 


| 
| 
| 
| 


security. In which case, in the case that we were lcrger 


* 
/ 
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than we wished to be, we would give the registered repre- 
sentatives a small fraction larger commission on the sale 

of that security, so that we would change their position 

from being, let's say, one in which they would have an 

equal chcice ameng the four securities that they were a 
currertly selling or liking, so that they would put a little 
bit more emphasis On one or another of vhose securities fron 
week to week. “But the list’ remained approximately the same 
over many, many weeks, 


Q- Well, Mr. Hodgdon, the question, I don't think 


. 


you answered it fully; and that is: Who made the decision 


| 


to take a particular security into inventory at the ee 


A This to a great extént was the decision of ‘the 
trading department, or the man in charge of the trading | 
department, who might consult with me from time to time. \ 


But he would try to gauge theinterest that the men showed in 


any particular security. Ard the enly reason we inventoried-- 


and I have bardly any memory of our inventorying in order 
to make a stock market profit. The reason we inventoried 
w2s to try to Reo abreast of the demand of ouz men for a 
certain stock that was traded over Ons cermin. and also 
sonetines to take advantage of time when other firms would 
offer a stock, a block of stock that we could take down 
advantageously. | 


Q You previously testified, Mr. Hodgdon, that there 


conversations that were received by Mr. Freed in our office 
which substantiated my opinion that the company was still doing 
all right, and that projections for the year sore still intact. 

Q That was favorable information that you received? 

A Yes. i 

Q On October 23, 1961 Captain Stay purchased 20 
additional shares of Wise Homes at 5 and three-quarter » is tha 
correct? 

A Yes. | - 

Q Who recommended that purchase? 


A I recommended that purchase, 


Q What did you tell Captain Stay at that time? 
A 


I told him that it appeared -- that for tax purposes 
the company still appeared to have things under control, that 
it was a good time to average down into it, and 31 days later 
take tax deduction on the original higher cost stock. 

Q You toid him basically it was still a good Sones 
isn't that correct? 

A Yes, I told him what the problems were on over expan- 
Sion, but that the company indicated that it had things under 
control, | 

Q And he should average into this stock? 

A Yes.- : 


Q On November 22, 1961 an additional 265 shares of Wise 


[Homes was purchased by Captain Stay at $4.25, is that correct? 
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Yes. 
Who recommended that purchase? 
A I would have recommended to him Captain Stay 
could have called me and said "if things are still in order 
why don't we buy some more?" We have done this on one or two 
occasions. 
Q Answer the question, piease. 
A I basically would have recommended it. 
Q You basically would haye recommended it? 


A Yes. 


Q That is your best recollection? 
A 


Yes. 

Q What did you te1i Captain Stay at that time? 

4 I.don't recail Specifically. | 

Q What do you recail? 

A I recall that it would have been approximately the 
Same information that we had Several weeks previous. 

Q Did neh into Captain Stay that you had heard from 
Mr. Freed or a brokerage firm from North Carolina that the 
financial condition of the company was poor at that time? 

A I remember that there were discussions with the , 
management of Wise Homes, that several brokerage firms from 
Wall Street and North Carolina had been in touch with the 
company, that the company felt it had things under control, 


that they had a problem as far as over expansion and lack of 


C135 TS iene 
production with a lot of small offices that they had set on, 
But it still appeared to be basically worth while at that time. 

Q And you are sure of that? ! 
A That's what I recall, 
ir Sy 
. Q Mr. Adam, on November 22, 1962 you recommended Bay 
Dr. Goodwin se11 100 shares of Wise Homes, the same day that, 
you put Captain Stay into 265 shares, ne wa previously 
testified that when you told Dr. Goodwin to seit those shares: 


i 


that you had received adverse information from Mr. Freed and/or 
i : { 


a brokerage firm from North Carolina, Do you recall that 
testimony? | =e ohehs 
A Yes, I do. i | is: 
Q And was that testimony truthful? 
A I would say-basically it was truthfu1, yes. 
Q And the testimony that you just gave with respe 


to the Captain Stay transaction, that was untruthful? 


A No, I know that there were tax considerations il 


in the purchase and sale of Wise Homes for Dr. Goodwin as | 


well as Captain Stay. ; ) ~ 
Q Did you inform Captain Stay that you were getting 


J : 
t the time that 


certain of your customers out of Wise Homes a 
you were recommending that he get into Wise- Homes? 

A I don't recail that. 

Q Will you explain what a cross trade is, Mr. Adam? 


A... Cross trade is where you buy for one client and 


Yes, 

Hearing Examiner Gross: Mr. Adam, the question does 
that serve to refresh your recollection means sonething very 
specific, and it means not dia you look at a piece of: paper .- 
and see that date and assume that that is the date, but the 
question means that do you now remember that that was the 
date. Now do you remember that that was the date or are you 
accepting the date because it says so on that schedule? 

The Witness: Well, I am really doing that, going by 
the scheduie; and to the best of my ability I recall that that 
would be the settlement date, 

By Mr. Webb: : 

Q Trade date a the 16th of Novenber, 1961? 
A Yes, 

And settlement date November 22, 1961? 

Yes, 

What aia you say to Dr. Goodwin when you recommended 

sell 100 shares of Wise Homes at that time? 


I don't recall what I said to her. I know that I 


would have told her that we would have-- 


Q It's not what you would have told her -- it's what you 
told her, Ls 

tr I don’t recall. I don't recall what I would have 
said. 


Q° You testified on direct examination that ons of 
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the reasons that you recommended that she seli 100 shares of 
| 

Wise Homes at that time was because of information you had at 
racks 
the time. Now what was that information? 


A I recall that around that time we pac received — 


Hodgdon and Company had received word through either Mr. ae 


Or a report from a. brokerage firm in North Carolina regarding 


the company's financial condition: and it appeared that = 


1 
? 


that time for tax pees: as well as cutting short our loss 
in it that we should take, that I suggested to Dr. Goodwin 


= 


that we sell the Wise Homes. . 

Q What was the report or the information that you heard 
from Mr. Freed or from the report from North Carolina regard- 
ing the financial condition of Wise Homes at or about that 
time when you recommended that Dr. Goodwin sell these shares - 
of Wise Homes? 4 

A I recail that Mr. Freed had been in direct contact wit} 
his source of information in North carolina, and I probably 
would have-- 

Hearing Examiner Gross: Mr. iosm. ERSeTy means 
you guess. Now we want to know whether you now recali-- 

The Witness; I don't now recall. : 

Hearing Examiner Gross: --the reasons why you told 
Dr. Goodwin to sell those shares. 7 


The Witness: I don't recail at this time. 


__ By Mr. Webb: 
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Was this financial information adverse at |jthat time? 
I would think so, 
Is that your best recollection? 
My best recollection is that it would have been some-- 
Q Adverse news? 
A Adverse news. 
- = 
Q. So then getting back to this 100 shares transaction, 


! 


the sale by Dr. Goodwin of 100 shares of Wise Homes, there | 


were two reasons now. One was for tax purposes, and number 7 


because of adverse information that you learned? ab 

A Yes. 

Q Dr. Goodwin sold 200 shares of Wise next. That was 
in December of '61, iS that correct? 

A ~ Yes. 

Q Wkat was the basis of that recommendation? 

A Basically the same information as the previous recon- 
mendation. — : 

Q = purposes and bad news? 

A Yes. 

Q Major Finance was a purchase by Dr. Goodwin of 200 
shares pacenben, 1961, is that correct? | 

A Yes, 

Q Was this a speculation? 


Yes, it was. 


What inquiry did you make into Major Finance before 


[soi 


part of your lecture? 
THE WITNESS: I believe that I mentioned that, yes, 
HEARING EXAMINER GROSS: Go ahead. then. I'm sorry. 
THE WITNESS: That I gave them a very- brief opinion 
of it as to the effectiveness of these options and the problems 


: | 
that can arise by the use of them, 


And I had feit that perhaps there would be some other 


way to handle these proceeds, but that this was a matter that 
should be organized ard discussed at the point of death when the 
need was actually imminent, rather than planned five or ten years 
in advance. 
; I believe that ny Seotinony yesterday in essence or 
pastcaat would Corer that same peoanae 

BY MR. WEBB: 

Q Well, did you go into with the salesnen hov monies 
already invested in life insurance policies) could be used in 
better ways such as the investment in mutual funds? 

A Under specific circumstances, veoh 

Q And what did you tell them in that respect? 

A That I did not consider money in life insurance as 


being an investment, that this was a savings account, a lending 
transaction, and that I felt that the use of the money outside 
of the insurance function -- that any monies that would ordinarily 


go into the "cash values" of a life insurance contract could more 


Sane oO 


effectively be used in other areas, 


generated from che cash surrender value of insurance Policies 


for mutual angen ; 
A Yes, 


Q 


And also how seas could be borrowed on life insurance 
Policies for the investment in mutual funds? 


A - Yes, 


Q “Would you ‘agree then, Mr. Smith, that one of the pur-\ 


poses of teaching the Salesmen about insurance was to show then } 


investors had additional funds in tke form of the cash 


Surrender value of life insurance Policies or the toan value 


of policies So they could invest in Securities, 
A Oh, certainty. 


Q Did you ever tell salesmen in the training classes 


that you previously described that they shoulda be, and I quote, 


"“offhanded in their approach to life insurance with a client"? 
; A Yes, 


Q Would you expiain that? 


- I felt that the Subject of life insurance when discussed 
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that point if they did business with me, 

Now I think it is essential that you form your 
own chart so that au judge your success because some days 
maybe you won't get anyone interested and other days you will 
get a lot so you will have to go by averages - 

On days that you are very fortunate, don't get 
overly optimisti - The days that you have had tough luck, 
don't get overly aepressech NE 

Now when someone comes a I would hormally cover 
four points with each one, The first thing, I would SH 
them a general description of what the firm did, the various 


areas i= was in, something like, "We handle stocks. on all 


the Exchanges and over the counter, Over the counter means 


not listed. On top of that, we handle all the bonds. There 


are some minor exceptions to each one of these things but 
this is generally what we can handle, We handle practically 
all the ae funds. We get into real cee. At times, 
we get into gas and oil. At times, we help with profit-— 
Sharing plans. Also, we give vhoughts on! trusts and wills." 

And then I would say, "Be Carete? that you don't 
practice law because you don't draw these up. The function 
here is to get them to their attorney, but the seed you 
plant might make them make a will." 


Then my function is to find the objective and see 


what they have to work with and give them thoughts on how to 


: [21,442 ) 


Q The fourth paragraph down, towards the middle 


of the paragraph: : x 
"Just think of the money we posh could 
have made if you had zeae to me on General 
Motors, RCA, GE, et SCONCE. instead of me listen- 
: ing to you." . 

‘What did you tell Mr. Rosen about General Motors, 

RCA, GE, et cetera? Aes ae 
A For the record, that's the ~~. 

MR, DICKSTEIN: ete me. I have no objection 

to the last portion of that quest ton if that's the question, 
~ HEARING EXAMINER GROSS: Were you reading when 
you said, "Wwhat did you tel] -—" 

MR. WEBB: The question is; What did you tell 
Mr. Rosen about General Motors, RCA, GE, et cetera, 

MR. DICKSTEIN: I have no objection to the ‘ 
witness answering the question, what did you tell Mr. Rosen 
about General Motors, GE, RCA; I do have an objection to 
a portion of the question which involves the. selection from 
the Rosen letter of Rosen's comment on the subject, 

HEARING EXAMINER GROSS: Well, no’ matter how you 
view it, there is only one question: What did you tell, 

Now apparently the witness is asked to look at 
this porticn of the letter and then to answer PA a re 


"hat did you tell Mr. Rosen? 


[32,423 \ 


I'll take it, 

, THE WITNESS: I told him various things about 
these Eto at various times during the time he was in 
the States-and, for the most part, summarizing what I told 

ate. I told him that if he bought his funds, his mutual 
funds, Putnam and Aberdeen, he would in effect have his 
participation in this type of stock ina aes more effi- 
cient and probably more meaningful vay than if he mene 45 
buy 5 or 10 Ss 20 shares of any one of these sees or 


of several of them, 


That's the best of my recollection of the various 


discussions we had, 
ayes Satis OS January, ‘64, was referring to 
conversations that he and I had had as early as 1950 and 
‘61, and he was evidently bringing to recollection -~ 

MR, WEBB: Objection, ; : 

HEARING EXAMINER GROSS: Sustained. 

MR. WEBB; I offer into evidence! Division Exhibit 
No, 744: 

MR. DICKSTEIN: Objection. 

REARING EXAMINER GROSS: I would like to see it, 

{Document handed to the Examiner.) 

MR, DICKSTEIN: I would like to poreame my objec-— 
tion if I may, since Mr. Webb has now read into the record 


what appears to have been his only purpose in making any 
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a ea 


MR. DICKSTEIN: Yes, sir. 
Tite WITNESS: I don't recollect anything on 
subject fren Shonen aeese meetings. : 
BY MR. WEBB: cs 
Q You don't have any independent recollection in 
this area then? 
ee That is correct. 
Before these Tomatoes you've attended? 


% 


These hearings? 


Yes. I've attended these hearings. 


Q 
A 
Q These hearings. 
A 
Q 


Did you yourself sell any Van-Pak stock to Yir- 
ginia residents? | 
A X became eee of that again at these agominas. 
Q Can you now recall whether or not you sold Van- 
Pak common stock to Virginia residents? 
A Yes. 
Who did you sell that stock to? 
A A man by the name of HNoephl -- I Canitt recall his 
first name offhand--- and Wimberly Coerr. * Sapeeree. 
HEARING EXAMINER GROSS:- "C" did you say? 
THE WITNESS: Sagat = 
BY *M. WEBB: 
Q How were these order tickets and confirmations 


marked? 


and so forth. 
“THE WITNESS: All right, sir. 

Genttonant you must organize your thoughts very 
clearly and very concisely to make an adequate presentation, 

‘Now in any presentation, when ao want people 
to take a certain action, you have to go through certain 
steps, whether you are a doctor trying to get the patient 
to consent to a needed paratton whether you are in the 
field of religion and you are trying to get the people on 
your side, whether you are Sseiring sone other intangible 
like securities, How do you do that? 

Once again, whether you are the doctor, whether 
you are a member of the ‘clergy, ‘or whether you are in our 
business, there are five basic ingredients to a presentation 
getting people An neTett your ideas. 


What are they? 


‘Gentlemen, I'm going to give you just an outline - 


of a presentation and when I am finished, 1 would like for 
you ener this evening, tomorrow, and the week ahead, 

put together your own sample presentation: using my outline 
and you will come back and we will have at of St 
2 sample presentation to other members of the class here, 
And after you are finished, we will all critique it, and 
tell you what is good about it, and what is bad. 


And now to the five steps. 


And I go to the blackboard and I write: 

Step 1, Introduction, . 

The client wants to Mgt ns soon as you meet 
fe. who you are, who do you represent, and what products 
do you have that he could use. You point out that Hodgdon 
and Company offers financial planning service to pros pec- 
tive aaeeators and I would suggest you use a large yellow 
pad to draw a diagram of our services, Put down the 
initials "FP" in large letters, financial planning, and 


then describe the products around the circle around the 


letters, “Ep and indicate the products that we have avail- 


able in our firm, 
| For example, Mr, Jones, at Hodgdon and Company 

we try to doa total job of financial planning for our 
clients, We know that many people buy securities hit or 
miss, and have a collection of securities with no specific 
~ goal in mind, We suggest that we organize a financial, 
an Lf possible, rere to your economic circtmstances, 

At Hodgdon and -Company we handle not only stocks, 
bonds and. mutual funds, but also real estate syndications, 

At this point, gentlemen, you might stop and 
tell them that in the local area, we have underwritten 
several large properties in the area, You might describe 
one of them such as the Federal Bar Building, A lot of 


people know that, and then go on and explain that, in -:.~ 
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' addition to the real estate, for people in the high tax 


brackets, we have oil and natural gas programs, and that 
if that person is in.a 50 percent en - might. enjoy 
hearing more about that; that we are interested in, if 
possible, saving him some tax dollars; that we would like 
to find out, from looking at his circumstances, whether 
there is a need for him to see his attorney regarding 2 
will and whether he should ecnsider the use of trusts, 
Explain very quickly, gentlemen, that we are 


not experts in all these areas. We don't have ail the 


ansvers, but we think we know where to find them, Because 


’ there is one weakness that I have found among stockbrokers 


in my past -- depending on the then een? 10 or 15 or 
whatever it was -- and that is that when ‘people ask you 
a poeenion about Secnritiess about investments, about facts, 
you can't possibly know all the answers, and be quick to 
admit that. : 
| But tell them that we have access to people that 

we feel are experts in the ee tons fields that you mention, 
and that ues will attempt to find the answers. 

Now, gentlemen, that introduction shouldn't take 
more than about five minutes of your initial presentation. 

Point 2 is that no matter how Boca your presen- 
tation, unless you can stir people out of their lethargy, 


you can give them all the information in the world, but 
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unless you show them a need to act, they are not going 
to do anything, 


So you must appeal to them not only’ on a fact 


basis but you also must appeal to emotion. You must get 


them to react to the facts, And how is that? Well, hope 
of gain. Point 2, hope of gain. 
MR, WEBB; What was point 1, sir? 
THE WITNESS: Introduction, 
Gentlemen, everybody goes to work in the morning, 
They work every day of the year, 2000 hours, and what are 
they doing with their money? Well, they are trying to get 
ahead, They are trying to accomplish something, They 
would like to gain, They would like to gain an education 
for their children, They would like to gain a measure 
of independent wealth for retirement, They would like to 
gain enough money so that theyicoeya travel extensively, 
In other words, they have a basic need to acquire, 
; We know if won show the man that if he had 
begun investing as little as $25 a month over any 10, 
15, or 20-year period since 1892, and that would be the 
“history of our stock market, the Dow-Jones, you would 
find he would have a very handsome result, 
We know further that if you will explain to 
them, if they can just save the first 10 percent of their 


money for themselves and then Spend the rest, that they 


“OY OSSTSAS, ING, 


have a chance at independence, So give the man this hope 


of gain, Appeal to the basic sense-- I guess, for want 
of a better word, you can call it greed. And in paren- 
thesis, we put that wordt 

I use that word, "greed," gentlemen, for its 
shock value. I want you to remember that it is very impor- 
tant to appeal to the hope of gain, 3 

Step 3, fear of loss. 

I nentionedie moment ago that people wanted to 
acquire certain things. They want a Corte sense of inde- 
pendence, Well, what are the facts?. 

Most people don't realize -- and I dare say, 
gentlemen, that most of et in the room today don't know 
that in the richest country in the world,/ one man in 500 
ever acquires a net worth of $25,000 or more. 

Did you also on = and let me show to you and 
read to you from the Connecticut State Medical Journal, 
50 percent of 411 the doctors who died in the last ten 
years in the State of Connecticut, and this would probably 
hold true in other states as well ~~ died bankrupt. 

Did you know that 85 percent of our people 
reaching the age of 65 are living on less than $200 per 


month? 


Did you know that 54 men out of every 100 are 


living on friends, relatives and charity? 
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SAO 
These are shocking statistics, aren't they? 
Well, what happened? What happened to the 
richest country in the world? miytews people dying broke? 
Well, Mr. Jones, it is probably Decease they 
haven't ever established 2 strategy for handling their 


money, something:that we call financial planning. And we 


suggest that you establish a balanced financial approach 


to your money as follows: 

Now, gentlemen, use the yellow pad again, Draw 
a line down the center, a.line across the top, forming a 
"Er", andion the left side, write the word "fixed dollars," 
and on the right side, write the sei "flexible dollars." 

Point out to Mr, Jones,the prospective client, 
that most people have their money in -- axe write down on : 
the left-side -- insurance, government bonds, savings and 
loan, credit unions, that their income comes from these 
sources as well as their government retirement benefits, 
their company pension plans, et cetera. 

Now what kind .of dollars are those? Those are 
fixed dollars, dollars that were destroyed and will be 
destroyed by inflation, or which will be very, very useful 
in the event of a depression or deflation, | 

Point out to Mr. Jones-- Let's assume that he 
is working for the Department of the Interior, age 46, the 


average age of the average investor, and let's assume that 


. 
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he has a $12,000 a year income. Assume nis basic out 
five average earnings at $12,000 a year—~ 

MR, WEBB: May I ask what nigh five" means? 

__MR, DICKSTEIN: I think the witness just said—— 

HEARING EXAMINER GROSS: The witness just 
said the five highest years of a man's eas 

Is that accurate? 

THE WITNESS: Yes, 

HEARING EXAMINER GROSS: And I think the witness 
is referring to Governnent jobs, Goverment employees. 

_is that correct? . 


THE WITNESS: Yes, sir. 


HEARING EXAMINER GROSS: All right, go ahead. 


: THE WITNESS: I meant, gentlenen, that the man 
is at the Department of the Interior earning about $12,000 
a year. The formula that you will learn and use later on 
in our advanced training session are how to compute SES 
SENGE: service benegits, but for now, _use a rate of thumb 
that it a an has worked for 30 years for the Government, 
he can plan on ees 50 percent of his average of 
the highest five years of income while he worked for the 
Government, : 

So, Mr. Jones, in this example I am showing you, 


let's assume that you have $12,000 a year income now, 


Upon retirement then, you will be receiving about $6,000 
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per year on the fixed-dollar side.from Government retire- 


ment benefits, Is that correct? 
Mr. Jones will either agree with you or not, 

_ Now, Mr. Jones, our idea is this, ‘ee should 
not have all of your assets and your income coming ealron 
just one side of this balanced "I", yoy should have it 
equally divided, There should be-- If you are going to 
have $6,000 a year coming in from fixed dollars, then you 
should have $6,000 coming in from flexible dollars, so 
that you might maintain your etonde of living that you 
enjoyed prior to retirement after retirement, 

Now what kind of items are on the fixed -- excuse 
—_ on the flexible dollar Side, Mr. Jones? ‘ 
Well, stocks can go down as well as up; there- 
fore, they are flexible, Real estate, mineral wealth 
such as oil and natural aS, your own business, all these 


things are flexible, 


ev 


SEBO . | 11,859 


Now, Mr. Jones, you can see = what we have here. 


If we in this country have another” 1929, where securities ~~~ 
values and equity values, “the flexible dolar side were 
harmed, and harmed greatly, then you.will be able to. get.—--|-- 
by on the fixed dollar income. If, on the other hand, as 

seems inuch more likely, we have continued inflation, hen 
shouldn't you place some of your assets on the flexible 
dollar side? 

Mr. Jones, let me stop for a nonent. This word 
"inflation," everybody uses the word "inflation." EyernOey 
talks about it. We see it every. day in the paper. We know 
that it is always going up two-tenths of one percent ae 

““éne-tenth of one percent, and nobody really pays any ery ee 
attention to it. But they always pay very close “attention, 


and there is a lot of cos at cocktail parties about how 
the stock market -- and x am afraid a lot of people eo it -- 
the stock market is an air-conditioned indoor racetrack, 
when actually the facts are if you have a balanced approach 
ih your planning and an economic stronghold is being built, 
$t cahnot tear you down under any circumstances. < 
Now, I mention this word "inflation." This is one 
of the few countries that has not had, at least as yet, ai 
yunaway inflation. I would like to take a look, Mr. Jones, 
at what happened in Germany in 1923. Let's assume that you 


had $65,000 in fixed dollars guaranteed German marks or 
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.bank stocks -- excuse me, bank assets. in Germany in the 


year 1923. A very fine civilized country at that time. 


A short time later the $65,000 cash bought two good meals. 


That is inflation. 

But if, on the other hand, you had put $30,000 
or $32,500 in fixed assets and put the other $32,500 in 
Vokswagen and I. G. Baxben and so on, what would have 
happened? You would have been perfectly protected on the 
income side during a rampant inflation in Germany. 

We can go on and ‘find inflation trends throughout 
the world, ‘going back. And I think the British even 
measured the pound sterling against a bushel of wheat. 

It is even going back to the ancient Egyptians, some comment 
on how many bushels of wheat it took in exchange for an 
ounce or something. How many more bushels it took at one 
period than another. So inflation Se Cencteias that is 
frome to stay. We are not going to get rid of it. And it 
is ‘something I feel you must protect. against. 

| Do you agree? | 

Now, gentlemen, any point in your presentation 
with a prospective client, if he does not agree with the 
general concepts then don't go on. Stop and let him talk. 
Find out what it is he does not agree with. Are these 
basic concepts something that do ‘not appeal to him? Maybe 


he doesn't want to save any money. - If they don't appeal to 
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him, then fine, don't push the issue. There are two million 
people in the vicinity and you are not t6 force yourself on 
anyone. I don't think you will have to. Nine out of ten 
people are anxious to hear about sound financial planning. 
‘Now, seneiencs this third point that I mentioned, 


fear of loss. Just remember the word "fear." That is the 
key word, the shock word, and I want you to have this 
presentation, this outline memorized. I want you to be 
able fp ens people when it comes to establishing a balanced 
concept, ard you must do it by these nee appeals that 
we have talked about today. 

The fourth point is pose 

HEARING EXAMINER GROSS: The fourth point is what? 

THE WITNESS: A goal, setting a goal. 

Mr. Jones, we suggest that before we begin 
anvestingaetayou mea to, that we establish where we are 
going, what we are shooting for. Well, in your example 


here at the Department of the Interior you are earning 


$12,000 a year. I suggest that we should have $6,000 


coming in per year after your retirement from the flexible 
dollar side. Now, if an investment program generated 6 
percent to you, how much money would we have to have upon 


your retirement some twenty years from now to produce this 


$6,000 per year? Well, that's right, $100,000.- 


< 


Can we achieve that? I don't know. We would 
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like to try. 

‘But, before I go on I would like to ask you some 
Rice one ane yourself, Mr. concen I have here a data 
sheet. It is a conficential data sheet that will help me 
with our financial planning work. 

And at that point, gentienen, you go through the 
data sheet, you acquire.and collect as much information as 
you can about the man. If it is anything but a simple, very 
simple case, if the man has a list of securities, if he has 
got a good deal of real estate and so on, anything but a 
simple case, you bring it back to the firm, tell the 
angenaetine investor that you are bringing it back to the 
firm to go over it with-senior members of the firm, and that 
you will draft recommendations with them i you will also:. 


arrange for your next appointment with the prospective 


investor at which time you will present the completed 


recommendations: 

Mr. Jones, you ask him his age, his dependents 
and their ages, the amount of insurance, the premiums, his 
salary, his savings, his home, mortgages, everything on the 
data sheet as completely as you can get it. 
iWell, Mr. Jones, I want to thank you for giving 
me this information. And I might go back and tell you for a 
moment now how do we handle or suggest that the flexible 


dollar side, the equity side of this balanced "Tt" be handled. 
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Well, we suggest that -- and you use the yellow 
pad again, gentlemen, a long line across the page. . 

Mr. Gonese all investments can be thought about on 
a scale of risk, a spittin At the right end of the 
scale, very high-quality low-risk; at the left end, very 
high-risk speculate end of the scale. 

Now, Mr. Jones, we call this the ratio Syetem of 


investment, and we Delieve that you should put a minimum of 


50 percent of your investable funds, that is the flexible 


‘ dollar side funds, in the hands of professional investment 


managers, either directly through investment counselors or 
indirectly through mutual funds. i 

We believe that you should have 30 to 40 percent 
of your money in individual securities and real estate. 
In this .area we should agree, you and I,” Mr. Jones, ahead 
of time on what we feel are the best industries and then 
stick to securities in those industries. And I mentioned 
to you prior to this about the type of real estate that we 


handle in this area. 


And then we suggest that no more than 10 to 20 


percent for gambling. 

Now, we can have just as much fun, Mr. Jones, 
losing 10 to 20 percent of the money as we can all of it. 
But what I want to assure ourselves of today is that with 


80 to 30 percent in high quality: investments, that we shoot 
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for the attainment of the goal that we establish. In other 
words, I want to end up with the investment cake, and there 
may or may not be speculative easchian oF the cake, but we 
don't want to end = without any cake. 

How does that sound to you, Mr. Jones? Does it 
sound 1ike the ideas that I have presented today are worth- 
while, something that younnould like to pursue? 

Now, gentlemen, if he has given you the information 
on the data sheet and you come back and sit down with that 
data sheet and with a yellow pad and draft out what you 
think you would do for that eeeCuiee client, after you 
have done that, and not before, sien bring it to me and we 

i will go over it, and remember, I reserve the right, along 
with my officers, to amend or override a considerations 
that you “may have -- any recommendations that you may have 
made on that rough draft. And that will go on for a period 
of approximately Bie year, until, you have demonstrated that 
you can develop financial planning cases on your own. 

i I would like for you to keep in mind one thing 

further, and that is that you can make all kinds of. these 
een onee and don't be awfully Breappornned if not very 
many of them become full-fledged financial plans. People 


are very funny about their money. They know what they should 


do, but they very seldom do it. So you finally end up in 


25 | your account books, you will end up with three types of 


‘ 
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people, you will end up with accounts, you ese end up with 

customers, and you will end up SEE clients. Three categorie’ 
Clients, BOR ERGESS 5 are eontes who know what 

financial. planning .are about and who have adopted it. 

Customers are people who know what it is about and may or 

may not have adopted it partially. And accoun’s , they buy — 

and sell stocks on an odcasional, traditional OES 


basis. 


Thank you. 


BY MR. DICKSTEIN: 

Q ee ‘Haight, from time to time, at Tuesday morning 
meetings, did you give brief lectures on sales approaches 
and sales Sreneaeaions? 

A Yes. 

Q In these brief approaches, did coe refer to any 
of the material that you have Sust given = the lecture 
content that you have just given us in your sales presentatio 

“A. Yes. | 

Q Did yous from time to time, at 7 roemaae morning 
meetings, reiterate the, I believe, four or five main 
phases of sales presentation? 

A ~ Yes. 

“Q What was your purpose in doing that at Tuesday 


morning meetings? 


A Well, you find that when you teach any concept it 
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Q And curing the relevant time, were indiviecvais tex: 
minated because they did not mect their quota system as sect 
orth in the exhibit which is Respondent's 13-B? 

“A In part, yes. 

Q Do you recall how many such individuals were ter- 


minated? 


A It must have led to the termination or the resig- 


nation of two or three people. 
Q Is that all? 
A It may have been more. 
I don't recall now -- probably more. 
Q More than five? 
A I'm trying to fix the period -- up to July 1, 1964, 
I assume that's the period? 

Yes, sir. 

I think at least five. 

I am not sure of that. 

In Paragraph 3 it says that one of the roan 
sites of the individual was that he must carn net commissions 
to himself of $600 per month from investment sales of high 
quality. | * 

How mich would a salesman have to sell in gross 
volume in order to carn $600 a month? 

Can you give us an idea? 


Yes. About $50,000 worth of —- 
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ans 
Individual securities? 
Individual securities, matual funds or real estzic. 
That was the minimum. Is that correct? Accordin:: 
to this 13-B Respondent's PERSEUS 

A Yes. That would be either the face amount or the 
contractual plans as you see above or the individual securi- 
ties as you see below. i 

Q So that I will understand this document more 
clearly -- in other words any combination of mutual funds 
sales or individual stock sales or syndications which would 
be the ZOCOR amount.of 330,000 a month, that would be adequatc 
in order to meet the $600 net commission to the salesman? 

A It would depend on the commission rate on whatever 
it was that was sold, but it would be some combination of als 
of those eee excluding speculations and gambling stocks. 

Q All right. 

During the relevant period of 1960 to 1964, who ha 
the ultimate responsibility for reviewing financial plans 
prenencd ‘by the salesmen? 


A Myself and the other officers of the firm. 


Q The other officers being Mr. Carr and Mr... Hodgdon? 


Mr. Richardson, 

Occasionally Mr. . Freed? 

Occasionally Mr. Freed, 

When Messrs. Freed, Adam, Kitain and Harper joined 


As I understand the witness' testimony, Hodgdon 
and Company can't receive a Remtaeton on 2 transaction 
which is an issue which is listed on the New York Stock 
ruchange and not listed on the Philadelphia-Baltimore Ex- 
‘change. &s a result, when this occurs, it is placed 
through-— 

What's the firm's name? 

THE WITNESS: Mr. Dackerman. 

HEARING EXAMINER GROSS: -- Dackerman and, aS a 
result, in other transactions, Dackerman gives up to Hodgdon 
and Company in order to -- the equivalent -~ I don't know 


whether necessarily it is the equivalent, but the practice 


is well-known and I don't think you need to burden the re- 


cord with it. 
_ MR, DICKSTEIN: Very well, sir. 
BY MR, DICKSTEIN: 

Q Mr, Haight, is the give-up in an equivalent number 
eof dollars? 

A 7 Virtually. 

Q During cross-examination you testified that the 
firm received reciprocal business from mutual funds which 
{t sold, That is correct, is it not? 

A Yes. 


— 


Q Doe Sno firm of Hodgdon and see and did the 
- swan —— 
Nodgdon and Company during the relevant ea ae 


{lin of 


“ 


213 —- - 
ebll | : | fi2,503] 


tine (recesve t ecuprocel business from 211 mutual funds that 
it 29) oa: oe 

A Yes. ia | 

Q (2 was and is the practice in the industry for 
mutual funds to give reciprocal business 2 such brokerage 
firms as sell their mutual funds,)is it nate 

MR. WEBB: Objection. 

THE WITNESS: Yes, it is. Excuse me; I'm sorry. 

HEARING EXAMINER GROSS: What's the basis? 

MR, WEBB:- The basis is, I gon't think what the 
practice in the industry is-- I think the relevant part is_ 
what these Respondents did, and I'n going to object to any 
reference to what the industry does. | 
HEARING EXAMINER Gross: Read the question back, 
nesser ; ; j 
(Whereupon, the Reporter read from the record 

as requested.) : 

MR, DICKSTEIN; I would like to say that this is 
a preliminary question to another. I am not interested in 
exploring: industry practice per se. 

R HEARING EXAMINER GROSS: Also, if I remember 
ROSS this was a matter of eons. discussion in the 
special study, wasn't it? 

THE WITNESS: Yes, ae 


HEARING EXAMINER GROSS: I will allow it. 
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EXHIBIT # 52 


VAN-PAK PROSPECTUS 
THE COMPANY 


Van-Pak, Inc. (the “Company”) is a non-regulated freight forwarder engaged in for- 
warding household goods door-to-door by the “containerization” method, primarily to and 
from overseas military installations. The Company also leases metal containers to industry. 


The containerization method of transportation involves packing the household goods in 
a rigid container at the point of origin and then thru-shipping the container by rail, motor, sea 
and/or air common carricr to the point of final destination without rehandling the household 
goods at common carrier interchange or interline points. Reusable containers are constructed 
of reinforced steel and aluminum. Disposable plywood and fiberboard containers are also 
used in this method of transportation. “ : 


INTRODUCTORY STATEMENT 


As indicated by the Statement of Income and Expense, the Company (since its organiza- 
tion in August 1959) has sustained net losses of $192,801.88 for the fourteen month 
period ended September 1960 and $194,936.60 for the fiscal year ended September 30, 1961. 
The Company has realized $18,436:40 (unaudited) net income for the three months ended De- 
cember 31, 1961, which is not necessarily indicative of the results of operations for the year 
ending September 30, 1962. 


The price of the stock being offered bears no relation to net assets or earnings. Net 
losses amounted to $387,741.48 (audited) at September 30, 1961 and $369,805.08 (unaudited) 
at December 31, 1961. Total liabilities as of December 31, 1961 in the amount of $323,886.29 
exceeded total assets by $101,184.08. The proceeds of this offering will be used, in part, to 
eliminate such insolvency, and the Company has urgent need of such funds. If the Company 
is not successful in expanding its business, it may result in further insolvency. Accordingly, an 
investor should take into consideration his ability to sustain total loss of his investment. The 
proceeds of this offering will provide funds for only a limited amount of expansion. 


The Company is engaged in the containerized method of transportation which is cur-° . : 


rently gaining in acceptance with carriers, industry and the shipping public. Although the 
idea of containerization is not new in the transportation industry, it has not received a wide 
application until the last three to five years. The Company did not originate the container- 
ized transportation method. The Company has, however, spent considerable time and money 
in developing containerization in the field it is presently primarily engaged in, the forward- 
ing of household goods. Mr. Charles H. Barrett, the Company’s president, has been engaged | 
in experimental and development work in the containerization field since 1952. It is likely 
that others will énter the industry using this mode of transportation. In addition, the Com- 
pany is in direct competition with the many van-line movers, large and small, operating 
throughout the country and overseas. Many of these competitors have larger financial re- 
sources than the Company. 


The Company;is firmly convinced that containerization is the coming mode of transporta- 
tion, not only for household goods but also for general commodities. The Company intends 
to enter the field of containerized transportation of general commodities by leasing re-usable 
metal containers for this purpose. There can be no assurance or representation, however, 
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ministrative office; Chicago, its sales and dispatch office; .Kansas City, its accounting and 
billing departments; and has part-time sales representatives in Washington, D. C., and Los 
Angeles. The Company intends to move its administrative office to’ Washington, D.C. At the 
present time the Company has three clerical employees and three) administrative officers. 


The dispatch and control of the containers is directed from the Chicago office by Mr. 
Stephen H. Pollack, Executive Vice-President. He also solicits domestic and foreign sales. 
Mr. Charles H. Barrett, President, performs gencral administrativé work, directs and super- 


vises sales, contacts government agencies and directs agency relations. 
i 


Non-Regulated Freight Forwarder _ 

The Company is operating as a non-regulated forwarder of used household goods under 
an exemption contained in Section 402(b) (2), Part 1V, of the Interstate Commerce Act. Under 
this exemption, which has been part of the Act since 1942, a freight forwarder of used house- 
hold goods is not subject to regulation if it engages only in the forwarding of used household 
goods. The Company is not regulated by state regulatory commissions. 

| 
Government Business pes . 

At the date of this Prospectus substantially all of the Compeny’s business is with the 
Government. In December 1961 the Company’s tender of service was approved by the Mili- 
tary Traffic Management Agency (MTMA) for use by the Army, Navy, Air Force and Marine 
Corps in door-to-door container mode of service at approximately | 580 installations within 
the Continental United States and between the U. S. and approximately 125 installations in 
12 overseas countries. The Company has also filed its tariff at approximately 40 installa- 
tions in 17 overseas ¢ountries where MTMA approval is not required. Prior to December 
1961 the Company’s tender was approved in approximately 22 installations. The Company 
has appointed Agents to serve its business at all installations where its tender is filed. 


The MTMA approval authorizes the Company to submit door-to-door Container Service 
and Rate Tenders to all military installations of the above military services in the areas 
indicated and it is qualified in all installations to which tenders have been submitted. A’ - 
Department of Defense Regulation has been issued which establishes provisions to guide the -- 
transportation officers in determining if an applicant is qualified. It also covers the selection 
of carriers and distribution of orders. The Regulation provides that only those carriers will - 
be used which provide high quality service at lowest overall cost! to the Government. If 
more than one carrier has submitted the same low rate, the Regulation states that the traffic 
shall be distributed among such carriers in equitable proportions. In competing for the low- 
est tariff rate the Company must compete against the Military Sea Transport Service, an 
instrumentality of the United States Government. 

Tariff Structure | 

As noted, the Company is not regulated. Its tariffs are not passed upon or reviewed by 
any licensing or other Governmental agency. When the Company decides to submit a service 
tender to 2 military installation, it reviews the common carrier fees for loaded container 
freight charges, makes service and fee arrangements with origin and destination agents, and 
then determines what rate it must charge to permit it to make a gross profit on a shipment. 
Then the Company files that tariff rate with the transportation officer. If the Company’s 
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SECURITIES AND EXCHANGE ae 
DOCKET mo. Cennissi fon's EXIST ZS 


ge. of Sa 


IM THE tz. — OF; 
mre, WITHESS 


August 26, 1960 -  ACEFED 
By 


Dr. GeorginnY. Goodwia 
6704 Martian Drive 
Baltimore ie, Maryland 


SNEAR Ys. 


a 
-- 


~ CURRENT STATUS 


BRENT 

2 Occupation: F Puysicia n-An esthe 
Aanual lac $15,069 OQ.t.« ee 
Sependent: firs. Eislen T. Goodwin - Mothes fa 
Tax Bracket; f . Nya secn | 


Zh, old es 


SANINGS: i 
Cash an3/or Bank —. 57, 009 
Iasuraace Annuity Pd infull Boose 
Total $47,600 ~- 


“(Savings per month $390 - 9400): 
INSURANCE: 


Lincoln National Life(iealth & Accident } 
Macs Casualty (health & Accident) 
Lincoln National Lite (Major Liedical} 
- Blue Cross-Dlue Ghicld Hospital @ Medical 
Malpractice Insurance ($500, C29) 
5 Total Premiums 


Cost Mortjage Present Va 
Qererte sbaphent sy ary 
Residence: ~ $27, 500 $16, Gu 3 tabyarheese $2y, 000. 


hiortzage years ene - élycars ** 
te) 


“ 


Passe é 
Dr. Goodwin 


INV ESTA TMENTIS: 


No. Shares _ Company ° yre Present Value 
\merican § oes nS 195} €55 £19, 699 
American § 5 e144 * *. 320 
American ae £93 " 5,589 
ot Luck Investment : = 624. 96 524,16 
Clud . Total value of inv. - $30, C24.26 
(act worth = $39, 000) 


-- + Fen Fae . 
PIMAVCIAL GUALS: 5 
—~—— ee . | 


The establishment of a Planaed Inavest¢nent Program which 
will receive continuous professioaal managementrand expervision and 
which would provide the necessary funds from is avestnicnt sources for 
retirement plus_the possibility of the Gicability of Mrs, Gsodwin in the 
near future, > 
| 


wired is S150, 900 at retizen meat at bu 


Infaadition, such an Investment Program should offer eafety, 
epportunity for profit, protection aszinst iaflatioa, and a freecom from ths _ 


ve 


worry ana detail of moct othor ways of investmeat, 


It is sugsested that the Investment am be formed 
using the following ratios: ° 
60% Placed under the supervic sion of Prefessional Tavesta2a| 
Managers by acquiriag shares in at least two regulated } 
Investment Comnanics, i. One aberdeen Fund anc 
P.tnam Grov-th Fund. (69% 3 $45, 099) 
Held in individual securities aad real estate - = all 
having outstonding quality characterict ics, 


Used for sp2cial situations and/or intelligent specuiati: 
This figure not to be excecded, as capital once lost ist 
difficult to reyoin under today's confiscatory tas rates. 
(1G72 © $7, 500) 

Using the above rativs will give he program the nocossary “balac 
and keep any emotions from affecting prudent investincat decisions, 


ATICNS: (see page 3) 


Page 3 


ve Goodwin 


RECOMMENDA TIONS: 
faa a Si eel i De iab i 


Il. «= To implement tho Iavectmont Program it io rocemmoniacd 
hae the PMowias acticn be taken: r 
(2) Request the cask surrender value of the $49,090 
annuity that you wish to invest. 
{b) ‘ oll 150 shares of American Smeltin 
Sh pte ae ep ehdtns aerate 
2. From the aeeeee transaction: 


fa) «Acquire two units ($5, 50°) in $3, 009, 000 aprt. 
*f Ceovelonr:ent. : 


Place $20, C20 in Aboseecen Pun 


‘Place $15,009 ia Putnam Growth Fund / i‘ 


Hold $19, 090 for real estate syadicationa in near 
futurs, . 


’ 


Zavect £100/mo in. Aberddea Dund.- 

Invest £$190/mo. én Putaam Growth o-7 
Rold etl remaining sccuritics in portfolio. * 
Maintain adequate Emergency Fuad Contes $3, 099). 
Evaluate fn surance Program, 


Investizate the use oe trusts in yous Will to aveld estate 


Aes tap, {PSV 
Set aside $500 for cavital gains tax. 
Formal annvsl review of overall financial position wih your 


Investment advisor checking prosress towards the accompls: 
of investinent © jectives. 


COMMENT: 
My objective, Dr. Goodwin, is your investment success bot!s raw 


and in the future. I'rn certain you will find that the type of "Lalanced" Tavesinion 
Provrain recommended will be outotanding in cvery respect. 


MIE BTR oF: 


we ALO umes, A 


a 
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January 2h, 1953 


Hiss Georsina Y. Goedwin, HD, 
670% Moxslea Drive ae: 
Baltimore 12, Harylen 


FINANCIAL SOMIARYs 
Se UIA 
Inceone/72, 


Aberdésen SEX $3 $1 
Putnan 5261 4 


329323 


Cheverly Tayvrace 
Félls Plesa - 
‘Rock Creel 
‘Poledo Plaza Ds 
West Falls Plaze 52050 53609 
eae  SWSEOT = $15 525F 
2 ; sa reat 
. Jonker Business 
Hechina - 
Lord of Plics 
Major Finance 
Metro Securities - 
Orbis Incustries 
Precision Inst, 
Vahisins, Ine, 
Van-Pek, Ine, 


Cash credited to cis aes Mee 
account een a ee ae 


Overall Totals - $613579.7% $51,265.72 
< mand —— a 
RECOSSSINATTONS: | 
SS ONS. 
i. . 411 must be current end up-to-date, | 
2. incurence anélysis imuss be mace periodically too, 


3. Ectter record keeping must be established dug to new 
ox Peguiations. (In process) — ae . 


‘Hiss Go auiy 


i Dusting the worst market Cecline since 1940, we aid 
cell, As you can sce most of the funds were concen- 
reeree 2n ton-cualtty, profess cnoliv-erenoced 
ccrmenies with orsoporslcnately less eisktir avolved, 
» Maslivy, arecnoltersd real estate also cided us 
Gurins the W390 62 Crash." : 


Your systematic mothed of znveating in Abergsen end’ 
Putnam mist be mai eee at all costs, These shovld be the 
first tuo eases Rm ec oh roth, 

' Speculation, @S you can seo, has nos peld off to-date 
but the pereontase invested in tats area ts int ved. It 
tekes 2 - 4 years for this tyre of investrant to work out, 
mae risks Be Grease but So ae the Tewerest ‘ 


COMDIRNES ¢ 
ee 


Georgina, you rust be congratulated on tne overall 
performance to Gates and, as we continue to wore tosetner 
over the ye CPS a we are pLenuEnS ze) double the an unt of 
davestan. cenit tals ’ 


sine rely, . 


David M. Adon, Ir. 
sectetant Viee President 


teens cater emewe atiek e eret in 


fils Maus AE URE ita 


fi 
4 
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| Rual Estate 
¢ Syadications 


i 
, tnsurance Reviows 


Finzacial 
Planning 
fa Securities 


i 
Profit Sharing y OW Programs 
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To improve on this, give some consideration to our 
offer to get together with us and share some of our 
experience in this field. Hany: of us at Hodgdon & Co, 
have gained our experience ¢ 
we can make the path to financial security easier for 
you, i 


Vhat It Is 


FINANCIAL COUNSELING could be described as 
getting people to plan financially in order to make the 
most of their money or assets. 

By financial planning we mean that your savings 
paltcrn should be directed In ‘the light of your tax 

racket, pension and social security benefits, retire- 
ment plans, dependents, insurance set-up, any special 


--.--—-goals..or-dreams.-you-may. have; -then--these- factors 


puodern dnoney 
methods taking into consideration the likely increase 
in the cost of living, taking advantage of tax defer- 
ments and possibly trust arrangements and a host of 
other tools, 


We at Hodgdon & Co. feel that much of our work 
$s ploncering in a field in which there is much need but 
little practice outside of the familics of great wealth 
Celranes that where money is necded the least you 

od decisions made on a rational basis — and_ gen- 
erally the reverse among the economically less fortu- 
nate!), 

We believe that we can help anyone and everyone 
get better results, but first we must overcome a great 

eal of tradition and prejudice, myth and legend, not 
ony in our own fraternity but in competitive ones as 
well, 

Through the application of insight into money mat- 
ters, better financial results can usually be obtained, 
just as insight in any field usually pays off. Financial 
nsight implics Jooking through the fears and half- 
truths'which hinder the strategy of most people. 

Every cra obsoletes yesterday's strategy and rules- 
of-thumb. Only a few rules stand the test of time: 
quality, diversification, intelligent management — still, 
the first and last are relative terms. In a_holocaust 
diversification may be inferior to centralization of 
assets, Only clear thinking in specific instances will 
obtain <he best results. 

Borst strategy and clear thinking for the problems 
of today. are not easily come by. We find very few 

ople who understand what life insurance is all about. 

Ye find very few people who hold our opinions on 
Anvesting in stocks, real estate, and-oil. 

Not that our opinions are necessarily correct. But 
they are not stale ideas. And they tend to conform to 
the attitudes of practicing experts in the field rather 
than to the viewpoints held by wholesale merchan- 
disers of securities and life insurance. We find that 
most people of wealth have different ideas about the 
making and management of money than the people 


ad ia. 


e hard way and we feel - 


who do not have much money. We find {¢ much easier 
to talk to the people of wealth, but much more neces- 
sary to talk to the people of moderate means. 


What It Can Do for You 


Financial Counseling can help the man of means 
protect his position and grow wealthier, and can give 
the man of moderate means a blueprint to improve 
his position. 

Financial Counseling can help the “Have-Nots” 
become “Haves”, 


How? 4 
Well, it takes lots of talking and a little doing. 


The talking is necessary in order to convert the 

“Have-Nots” to thinking like the “Haves”, 

faves" hold wealth in the form of stocks, real 
estate, and oil. The “Have-Nots” hold wealth in the 
form of insurance savings, Covernment Bonds, and 
deposits in lending institutions. When the “Have-Nots” 
go into stocks they usually buy cheap issues or those 
qualily stocks which are over popular and too high. 
When they buy real estate it is usually marginal prop- 
erty or sccond trust notes. And when they buy or 
drill for oi} may the Lord help them. 

In the period 1929-30 some of the “Haves” adopted 
the investment policy of the “Have-Nots” and got out. 
of equitics and into fixed-dollar investments. But not 
for long. The flow back to equitics in 1931 accelerated 
after we went off the gold standard. Today you do not 
find important private moncy in fixed dollar invest- 
ments excepting tax-exempt bonds as an offset to pre- 
dominantly equity holdings. 

+ The greatest problem in our every day counscling 
is to get people out of savings and into equitics. We 
feel that every dollar which secks savings instead of 
tangibles is a dollar working in the wrong dircction. 

We believe, as do the wealthy, that in the long run 
there is less risk in ecquitics than In savings. And 
of course, the chance for vastly greater appreciation. 
But the man in savings is riddled with short-term fears. 
He is. frightened to death of losing his cash cquiva- 
lents. He will gamble in equitics but he will not really 
commit his funds to equity investment as @ strategy. 


The psychological barricr for the man in savings 
accounts lies in his belief that he is safe. He cannot 
sce that the value of his savings is dependent upon 
the economic system continuing to function pretty 
much as it has in the past. He loses sight of the 
fact that the prospect of a cataclysmic economic 
upset which inhibits his buying of equitics would, if 
it materialized, also imperil his debt paper. If busi- 
nesses, factories, and real estate lose their valuc, what 
are debt sbilesvens against these properties going to 
be worth? If corporations have: not profits and indi- 


* viduals have no incomes, where will the United States 


Treasury get the money to pay maturing bonds and 
bond interest? The unsophisticated investor who sticks 
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ACTION MAKES THE DIFFERENCE = © of roportor)- 


eb? 


A huge volume of literature has recently been written on this subject under titles like ‘‘Estate Plan- 
ning’’, “‘Money Management’’, and ‘Financial Planning’’. 


You could go blind reading reams of this generally helpful advice. 


And you will continue to get mediocre results if you don’t have a way to implement your new found 
Strategy. 


The trouble with this advice is that ic is worth absolutely nothing if it is not put to practice. The 
proper management and strategy of investments, insurance, trusts, wills and the like is not a matter of 
general. agreement, but of far greater significance is the lack of any action at all on the part of most 
adults. Most adults through inaction get exactly what they deserve: they get their insurance and in- 
vestments dumped on them by salesmen hungry for commissions. p 


~ 


Why? Why don’t business and professional people expend the relatively small effort on decisions 
which will so importantly affect themselves and their families? 


At Hodgdon & Co. we do not have all the answers, to this or to any other question. We, personal- 
ly, are constantly groping for insights that will help solve our own and our clients’ financial problems, 
We feel that helping people to security is a tremendously constructive and rewarding avocation, in a way 
Similar to the practice of medicine. But like the physician one of our greatest frustrations is our in- 
ability to do the complete job, the ultimate diagnosis. In part, like the doctor, this is due to our lack of 
knowledge and insight, but worse, it is due to enforced passivity in our approach to the public. All of 

“us are concerned with our health and our wealth, yet each of us tends to reject pressure from a doctor 
..« of from people offering financial counsel. 


Why? Our own personal experience makes us certain of this answer. I¢ is FEAR. A FEAR of 
facing moncy and the future. It is a natural fear, like that of going to the dentist or doctor, because money 
has become so important that a majority of persons need push its real significance into their subcon- 
scious minds. XS 


Today, money stands for a tremendous amount in reckoning individual well being. Today’s in- 
dividual cannot fall back on amulets, cattle, wives, land and shrunken heads for his Prestige, security, 
and independence. 


Yes, that’s what money is: prestige, security, and independence. A good wife helps, but unless 
you implement her services with a healthy helping of coin of the realm the little lady faces an unworthy 
future. She will end up pressed into 100% domestic service in the distinguished employ of some hus- 
band who Iet money matters go hang or who fell for the “Guaranteed Retirement’’ pitch. v 


To improve on this, give some consideration to our offer to get together with us and share some of 
our experience in this field. Many of us at Hodgdon & Co. have gained our experience the hard way and 


we feel we can make the path to financial F 
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WHAT IT IS 


FINANCIAL COUNSELING could be described as getting people to ne financially in order to 


make the most of their money or assets. 
RS AS 


By financial planning we mean that your savings pattern should “be crnennt in the light of your 
tax bracket, pension and social security benefits, retirement plans, dependents, insurance set-up, any 
special goals or dreams you may have; then these factors have to be correlated with modern money man- 
agement methods taking into consideration the likely increase in the cost of livings taking SORES of 
tax deferrments and possibly trust arrangements and a host of other tools. 


We at Hodgdon & Co. feel that much of our work is pioneering in a field i in which theré is much 
need but lictle practice outside of the families of great wealth (strange that where money is-needed the 
least you find decisions made on a rational basis — and generally the reverse Saoae the economically 
less fortunate!). 


We believe that we can help anyone and everyone get better results, but first we must overcome a 
great deal of tradition and prejudice, myth and legend; not only in our own fraternity but in competitive 
ones as well. 


Through the application of insight into money matters, better financial casts can te be ob- 
tained, just as insight in any field usually pays off. Financial insight implies looking through the fears 
and half-truths which hinder the strategy of most people. 


! 

Every era obsoletes yesterday’s -strategy and rules-of-thumb. Only a few: rules stand the test of 
time: quality, diversification, intelligent management — still, the first and last are relative terms. In 
a holocaust, diversification may be inferior to centralization of assets. Only clear thinking in specific 
instances will obtain the best results. . 


Proper strategy and clear thinking for the problems of today are not easily come by. We find very 
few people who understand what life insurance is all about. We'find very few people who hold our opin- 
ions on investing in stocks, real estate, and oil. 


Not that our opinions are necessarily ‘correct. - But they are not stale ideas. And they tend to - 
conform tothe attitudes of practicing experts in the field rather than to the viewpoints held by wholesale 
merchandisers of securities and life insurance. We find that most people of wealth have different ideas 
about the making and management of money than the people who do nor have- much money. We find it 
much easier to talk to the people of wealth, but much more necessary to talk to) the people of moderate 
means. i 


- i 
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WHAT IT CAN DO FOR YOU 


Financial Counseling can-help the man of means protect his position and grow wealthier, and can © 
give the man of moderate means a blueprint to improve his position. 


F icancial Counseling can help the ‘‘Have-Nots’’ become “‘Haves’’. 
How? : 
. Well, it takes lors of talking and a little doing. 
* The talking is necessary in order to convert the ‘‘Have-Nots” to thinking like the ‘‘Haves’’. 


The ‘‘Haves”’ hold wealth in the form of stocks, real estate, and oil. The ‘tHave-Nots’’ hold 
wealth in the form of insurance savings, Government Bonds, and deposits in lending institutions. When 
the ‘‘Have-Nots’’ go into stocks they usually buy cheap issues or those quality stocks which are over 
popular and too high. When they buy real estate it is usually marginal Property or second trust notes. 
And when they buy or drill for oi may the Lord help them. 


In the period 1929-30 some of the ‘*‘Haves’’ adopted the investment policy of the ‘*Have-Nots”’ and 
got out of equities and into fixed-dollar investments. But not for long. The flow back to equities in 
1931 accelerated after we went off the gold standard. Today you do not find important.private money in 


| 
fixed dollar investments excepting tax-exempt bonds as an offset to predominantly equity holdings. 


The greatest problem in our every day counscling is to get people out of savings and into equities. 
We feel that ner dollar which seeks savings instead of tangibles is a dollar Working i in the wrong di- 
tection. 
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We believe. as do the wealthy, that in the long run there is less risk in equities than in savings.’ 
And of course, the chance for vastly greater appreciation. But the man in savings is riddled with short- 
term fears. He is frightened to death of losing his cash equivalents. He will gamble in equities but he 


will not really commit his funds to equity investment as a strategy. 


The psychological barrier’ for the man in savings accounts lies in his belicf that he is safe. He 
cannot see that the value of his savings is dependent upon the economic system continuing to function 
pretty much as it has in the past. He loses sight of the fact that the prospect of a cataclysmic economic 
upset which inhibits his buying of equities would, if ic materialized, also imperil his debe paper. If 
businesses, factories, and real estate lose their value, what are debt obligations against these proper- 
ties going to be worth? If corporations have no profits and individuals have no incomes, where will the 
United States Treasury get the money to pay maturing bonds and bond interest? The unsophisticated 
investor who sticks his head, ostrich-like, into a vault doesn’t know that he might take a real loss of 
50% on his money over the years due to inflation. He is much more conoerned over losing 10 or 15% in 
the near term in stocks or realty. 


It is just this kind of financial myopia, this excessive preoccupation with the short term, which 
the financial counselor must overcome by explaining to the client that each and every investmentclection 
has an unavoidable risk attached to it. When the client comes to learn that holding cash or bonds is not 
a way to avoid making a decision nor a way to ayoid risk, then he is prepared to consider the various al- 
teroatives for his moncy and arrive at decisions based on reason rather than emotion. Needless to say, 
this is not possible in the case of many individuals due to their socio-economic background and condi- 
tioning. 


Financial Counseling can show the individual how to avoid certain risks in equity investment. Ic 
can show him the risk he ss taking in his savings programs. It can show him how to achieve better re- 
sults and get more for his money in life and property insurance. Jt can skow him how to avoid unneces- 
Sary taxes and how to plan for his family’s welfare should he die prematurely. 


Perhaps most constructive of all, Financial Counseling can provide a financia] blueprint for the 
future, a plan that affords the client the peace of conscience in knowing that he has done his best with 
what he has for himself and his family. 


This act of planning is outstanding evidence of maturity in the individual, and when completed can 
change the life and attitude of the client. We have seen many cases which amount toa transformation 
of PE and character. ; a 


We ask — how can anybody have any real peace of mind if he doesn’t know where he is going. -fie 
nancially,-or bow he will get there? How life will be 10, 20, 30 years ahead? How much money to meet 


how many needs? 


We do not believe at all that yo-r present standard of living shouid be sacrificed to the future but 
we feel very strongly: that an intelligent application of your assets for the future can enhance your pres- 
ent peace of mind and enjoyment of life. Financial Counseling at Hodgdon & Co. can assist you in mak- 
ing intelligent decisions in many areas: 


Stocks and Bonds 


Immediate execution of all stocks traded on national exchanges, over-the-counter stocks, and 
bonds. 


New Issues 
In its function as investment banker and underwriter, the firm sceks to raise capital for 
companics with a high degree of management and exciting features. We are extremely selec- 


tive and generally never undertake to finance_a company in which we are unwilling to make a 
personal investment. 


Advisory Service 
Advice on individual stocks is freely given, based on the firm’s constant transactions and 


friendship with leading investment companics and institutional buyers. 


The firm retains a well known economist for fortnightly consultation on the broad aspects of 
the economy. 


219¢ = | a > 


We believe our financial library — separate for your convenience ~ to be the finest in this area, 
particularly in regard to expensive periodicals and service generally, unavailable elsewhere: 


‘Mutual Funds 


There are a great many funds from which to choose and, as in the case of stocks, some are de- 
Signed to give the holder steady income or a reasonable guarantee of it; some aim primarily for 
capital gain and others try to combine the qualities of both gain and income. An evaluation of 
the various funds takes time and know-how; Hodgdon & Co., an authorized dealer for the lead- 
ing Funds, is equipped to perform this evaluation and will help you select the Mutual Fund 
““right’’ for you. : > 


Insurance , ' . 


The firm makes no charges and takes no commission on idsurance purchases. An associate 
counselor of the firm may take the ordinary commission involved in a purchase of insurance in 
the event that the planning is approved by the client. 


We feel that our insurance counseling service is the most important opportunity we can offer 
the average person who has only seen. his protection program from the! point of view of the life 
insurance salesman who sold it to him. 


Real Estate Syndications 


The firm is constantly secking projects worthy of syndication for our clients. In general we 
reject properties which are not in top condition and strategically located, and those of less 
than one million dollars value. _To obtain attractive properties, it is| frequently necessary to _ 
create them. This-takes a good deal of time, with the result that there has been a scarcity of 
offerings. Consequently, in the past, we have restricted each individual client’s participation 
in order to include as many people as possible in each syndication as it materializes. 


* 


Offered only by Prospectus to qualified clients with high tax liability. A diversified drilling 3 
program which is not designed for the average investor. eit a 


Trusts and Wills ; ; - + 


General advice is implemented by specific recommendations as to forms and attorneys. There is 
presently no charge for consultation and advice at Hodgdon & Co. 


Profit Sharing 


Through a unique package, we feel we can introduce to eligible companies a profit sharing © 
system which overcomes many problems of the time and cost involved in installation and 
operation, . 


HopcGpon & Co., Inc. 


Members of the Philadclphia-Baltimore Stock Exchange 


1K ST., N.W. 7 CORNERS SHOPPING CENTER 6929 ARLINGTON ROAD 11] WEST GASTON 
HINGTON 5, D. C. FALLS CHURCH, VIRGINIA BETHESDA 14, MARYLAND GREENSBORO, NORTH CAROLINA 
ERLING 3°8040 JEFFERSON 4-8800 OLIVER 4-8960 i BROADWAY 5-6323 
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wl eee 


e - 
MEMBFRS- PHILADELPHIA-BALTIMORE STOCK EXCHANGE 


February 16; 1961 


REPRESENTATIVES’ BONUSES ON SALES OF PREFERRED 


MUTGAL FUNDS 


PURPOSE: 


“Edt 4 ‘nerandum 33 tc outline the eligibility reyuirements, 


methods of "Otte 


eiychre finds and other data pertinent to bonuses 
a Mutuai Pands. 


Kal orisor © we 


aherae! 


r$ FOR R EPRESEN 


. 


a. Six months of corntineozs employment have teen completed, 


b. The regresenative has terminated the use of a drawing account, 
° 


Ary Geficiti in the drawing account has been repaid in full. 


date of smpicymert is determined from the date of : 
vat by the National Associarion of Securities Dealers, 
purposes of administratien rhe effective date, shal! commence with 
t day ef tae merth ccineident with or next following the date on 
which the above requirements are fulfitied, 


‘ 
METH 1OD OF COMPUTATS 


lL. Bonuses are tased on votaume of sales of Preferred Mitaal Funds and 


remp ved sem -annually commencing with the first of January and 
On outright parchases of Mutual Funds the settlement 


tdctermine the period with:a which tke sate is applicable. In 


ret fete 


- 


. Ex. 147 219e ise eS 
ee) oF aioe see : oes 


the case of systematzse payments and fully paid contractual plans the 
receipt of payment by Hodpdon & Co., Inc. is the deter mintng factor. 
for the period in which these bayments are calewhated, ee 


2. The schedule of bonuses is as follows: 


Sa Volume % Bonus* 


ae ee ee 


"$30,000 - $49,999 2 5% 
$50,000 -~ $69,999 - i 10% 


$70,000 - 15% 

“The maximum % bonus during the 6 months to ene year period 

of employment | fo regardiess of the volume of sales attained. 
To arrive at the benus to he received, the total commissions generated 
by the volume predueed is rca hy the SESS percentage, 
Example: Let us assume that a : representative sold $90, 000 
of Preferred Motual Funds. Normally, this would constity tea 
total commission at $5,409. in this instance the representative 
would receive a leo: is f $810.00 (5400 x . 15). 


N. B. Letters of Intention, although ra! ing the volume, produce 
Jower commissions. Therefore, two letters of intention of 
$50,000 cach do not praduce as great «a honus as 10 sales of 
$10,000 eack. 


PREFERRED MUTUAL FUNDS: 


nn tr nnn nro ae ee 


j 
The followmg metal funds constitute these to whi ch the horus is applicable: - 
Aberdeen fexcept manthty contractual - Century shen Trust Fund ° 

plans) 2 ; 2 
George Putnam Fund 
American Mztual Funds : 

Incorporated Investors 
Boston Pure ; (periodic plans presently . 
in effect only) a 

Canada General Fund : 


z Institational Fands (all series) 


Canadian International Grewth Fand 


Ex. 147 2I9€ 
Ceout.) ; 


International Resources Fund Nuglconies Chemistry & 
: Electronics (except monthly 
‘Investment Company cf America Contractual plans) 


Massachusetts Investors Growth Fund _ Putnam Growth Fund 


° 


Massachusetts Investors Trust 
GROWTH INFORMA 


, 

© Although no changes are intended, your company reserves the right to make 
such changes as are in the best interests of the firm. At such time as changes 
are made your firm will notify you, as soon as possible, relative to these 
changes. 


In case of disputes regarding eligibility, amount of bonus, or any other matter 
relative to bonuses, the matter shall be resolved by the executive committee 


of your firm. as F 


. 


A. Dana Hodgdon 
President 
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ILL, SPECULATIONS 


Currently 
Cost Value Projected Yield 
Income 
Cd e 


-"Lord of the Flies" $ 500 $ 700 i 


. 


Return of $500 plus small distribution should be completed prior to 
year end, Limited Partnership. 


"Farmers Cooperative 93 93 WS4 


aed 


#93-9640 = 6/12/59 


Canadian Oil 7,500 7,500+ 500 


“the Canadian Oil Program is still being carried as a speculation until 
‘a full evaluation is completed. Bids have run.as high as $25,000 per 
unit. This may be considered an under evaluation. 


~ $8,093 $8,293 $1;000 . 
Tatal Total Income 
* Cost Value MCeeSS 


~~ 


FE x87 : 


September 18, 1962. 


- | 


Prevared For: 


oe 


Captain & Mrs.’ Charles A. Stay 
3414 Old Dominion Boulevard 


Alexandria, Virginia 
4 _. 


e Financial Summary: 


Current Status: 


te 


Age: 54 LEB. = 64 + 22 = 76 f Ftp 
4 


Captain - U.S. Navy - 19 years service eh 

Base Salary $10, 080. 06 
Housing & Food. Allowence 2.216. 00 (non-taxable) - 
Total Salery $ 12, 296. 00 | 
Income from Real Estate 2,235. 00 (non=taxable) 


Total Annuel Income $ 14,531. 00 
. — : 
Dependents - Mrs. Stay: L.E. = 55 + 25 = 80 


Pension starting approximate! July 1963 = $5,460. Minimum 
Real Estate Income (aon-taxable) 2, 400. 


Approximate Retixement Income $7, 860. 
Savings: 


Cash and/or Bank $ 300. 00 
Moathly Investments 100. 00 


Total Monthly Savings ~ $400. 00 + 


Captain & Mrs. UHaricn se orway : 


= YP ae 
Ex. #204 (con ‘) 


Life Insurance . ‘Annu2l Premium _ Amount 


Ordinary Life "$130. 26 $ 5,583. 
WISEEGE. 142.20 — - 10, 000. 


$272.46 “| *. $15, 583. 
Ordinary Life on Wife $ 22.01 -:e '% £: -$ 1,600. 
(Sse Attachment) . . 
(See Attachment) 


otel Investment Capital = « $ 125, 000 minimum 

Totel Net Worth — 120, 000 minimum 

Total Net Worth for Estate Purposes 135,000 minimum 
Financial Goals: = 


Your overall iavestment program does offer growth, continuous professional 
manegement, diversification, and tax-sheltered income in order to prepare for 
your retirement from active duty with the U.S. Navy. You must be complimented 
on your successful accumulation of wealth over the years. This success places 


you within the top ¢ AT of = SELES in the country! 


Beceuse of the proper use of the ratio system with 2pproximately 60% of 
the velce of the securities under professional management, we have lost less 
durins the iatest “market crash" than accounts having all monies in stocks. Also 
with crproximctely 207 0 in aoe estate, we nave increased the income substantially. 
All of this income is estimated to be 90% tax free and non-reportable during the 


next ceveral years. 


Over the short term, the speculation stocks are doing very poorly. Percent- 
age wise, taete is 2bout 10 ~ 15% of the invested capital based on ere cost vs. 
valve involved in spoculations. We will have above SS results if only 3 out 
.Q: 7 prodece over the next 2 years. 


Recommendations: 


1. Review Will in detail with J.A.G. during the next 3 months and especially 
6 months before retirement from service. J- wal 


2. A perconal review in detail with you is necessary at this time regarding 
specific dctails and estimates on all investments and financial goals. An appoint- 
raent on approximately 15 October would be most worthwhile. 


Captain & Mrs. Charles A. Stay sf September 18, 1962 
| 234 : 
X. 204 cont.) 2 


3. None of the income generated includes a systematic withdrawal 
t cf cur Investment Companies. This should be considered upon retirement. 
Comment: ay Rie a : ~. 
: Captain Stay, I ara certain our ideas on this balanced approach to 
« investing will not only prove interesting but also profitable over the next few 
years, Our overall performance must continue to be outstanding for you. 


. - Sincerely, 


David M. Adam, Jr. 
Associate Manager 
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oN Ne Se 


Grom the “Desk of: 
JAMES F. Ha cat 


Lack of proper coordination and professional advice 
is the vatest shortcoming in most :nen's savings- 
investn:ent effort, 
So in addition to rendering all the services of a Stock- 
broker, we also offer a Financial Planning service, 
without additional cost, to clients. 

| . 
What is Financial Planning? Well, as the name implies 
it is a method of integrating many factors such as, tax 
bracket, pension income, inflation, retirement plans,: 
children's education, ‘social security benefits, in- 
surance needs, etc., into one over-all Financial 


program with specifically-defined goals. 


Sounds complicated?...Po- sibly so, but when striving 
for something as important as financial independence... 
something we all want and need - it mig’.t be a good 
idea to take a few minutes to see ‘lat we have to offer. 
Then you can decide if we can be of service to +. 1 


Iwill call you: onto sce - henitw ‘ld bepo le 
forabricf" * tew Ii.surey ‘Ufind ou. “'.as 
not only int: "1g..." "t profitable. 


Sincerely, 


226 
COLD CALL: _ 

Pray Gore 
“Dyoones, this is-Pohn-S..tth - I'm a stock broker here in 
‘Washington with Hodgdon & Co. --- Do you have a moment? 
Let me tell you Very quickly why I'm calling --- We have many 
professional men, like yourself, as Clients - - agd who have’ 


“found our ids. s on investing very profitable. --- Let me ask 


you, oettor - - do you at the present time have a good stock broker 


or a high-grade investment program?" 
(If he hasn't - or even if he has and shows any interest at all - 
the following ?: a 


"May Ido this. . 20tiir? - - May I send you my card along with 
our letter on Financial Counseling - - then the next time I'm 
going to be in your area I'll give you a call to see if we can get 
together for a few minutes. Let me add very quickly, Dim, 
that there is no obligation whatsoever - I merely want to give you 
enough information on the type of work we do so you'll be able to 
judge whether orfnot you could use our services. 


- or - 
- 5 )- 
I'm not sure we can help you, -ocstim, but we'd certainly HES to 
try. 


, 


Then send card and finance’ | counseling letter ani a note 
(han?’written) s..ying - you'!, look forwar:' to tal’: 3; with him. 
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_Bractal Aituations _ 


No, of | fe Bett | Rega eek ie eRe cS 
Skerea e—- sourify Cost Value ‘Incoma’ 
+ 22, = ; " ppache Corps & 121,00 ~.* 
“Joint regiatration, Dan Bees = eens 
Avemeo Gorp. = iROOROOr = 81,50 ° 
ee 1993, purchased 33/29/68 
tho Induntrien > - 499,00 > y9,00- =. 


Farmera & Vechanian RyPR2 018 5,145.00" 4% 168,00 © 


Joint registration - 50 on 1/31 33 ~ 1570 #762265 

; 25 on bes 7 a (3T fPARTRO : 
on 2/20/57 ~ 2250 fPaz7I9 

_ SO rm Yi : 2 


ox 42 


TOIT ee ae 
mis con in $22.24 per 5 BUALS « = x 21H = l, 39M» 82 


BOLT ~ L,30!1:2 * 2,202 18 
-* Brad. Prof, Bldg, 11,500. 00. 3,000. 90 | 


IQ chess evn ner 1/3/49 ge - $5,0%, oo 

10 sharszs, foint-5itt to [ake 

of 3,250 on 32/12 {59 j 6,500. (018) 
: ’ $T1,5 "De OS. 


Sak cena 1 OSES 500.00 «30,00 Ot 


Aingle registration pe i ae Oy 


-” otl-Canrdian 152 ety sar 
{after LUXenp 8,075.00 30,000.02: 3,200 00 


Tenentn in Comaon with wile, Potential worths $100 ,000 
_ Qil-Canadion 1952 2,600,09 13,000,009" 2,090,00  4,0% 


Gonantn in Common with Mra, Bhd Harpes, 
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Memorandum 


“To: Officers - “Hodgdon & Co., Inc. 


os 


From: W. Lyles Cazr, Jr. and Jemes 


Subject: Thoughts For Discussion” 
hy . ; Pee 


x 1. Emphasis and Direction in the Individual Stock Area 
. . x - rel _ 
a. Listed. - At present time representatives seer to be at a loss to reccm= 
mend or to know how to #o about finding individual listed stocks to recom- 
mend to clients or prospects who request them. ~ - ° 
- wl 5 


It is well understood by representatives that the individeal "bice chip" 


“area should be handled by the professional management of Investment 
Corparies or thru the David Babson Investment Counseling irm, But 
in initial conversations with prospects it is important to be able‘to discuss 
_ intelligently selected Hsted securities. ‘ : 
_ We don't think a gre 62) of sted securities would be sold because 1} of 
low commissions & phasis is tions: but, ct . 
would show that w 


Recommendation? 3 te asi 
ON : 


Occasionally short talks at mectings telling what "blue chip" securities 
the Investment Companies are buying and selling or what Hodgioa & Co. 
recommends. Information for such a meeting geined from Wiesesberger, 
etc. and more importantly thra psrecnal contact with the funds. > 
b, Special Sttartions 

ET “ - a . } 
(1) Representatives are having u difficult tame keeping themeclves 
adequately informied oa the firm's previously recommended “Special 
Situstions! andasin result cannot satisfactorily answer clients questicas. 
ae) Comfortabic \ 2bout having their cients in such situations. 
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ExtigiT # 457 p.2 


heve thelr reports, end I doatt want you to get the 
impzession that everything in the teports, and they 
tal 


are suite lengthy, is on the daxk side: they also 


comlinented you in certain areas where it was ,ca the 


tings that we are 
know a little bit more 

about. You are certainly not the typical non-member 
firn with a lot of com: . buginess. The pereentage 


of your comission business to your total is very small. 
Sle Saree circ 


State SMS Jee 


Cayo er lovened wt 
SECM GRESEVELCI 


gales of macuel 


funds. Were ar! sont load funds, contractual 


plans or was thet only apart of then? 
MRA. EORGRSNY: That was only part. 
ER. COYLE: You have encesed in soma, at least 
- €9 us, uherthodox methods of doing business, and you will 
forgive me if I seem hy: sectice’ o£ some of them. At 


vast fxem wy point of view, I question the business 


our inssection, are icft lazecky on their owm with 


very little if enay supervision. It's true that you are 


not-=- 


ExHi2IT A459 pw, 
. ? 


AR. COYLE 


Ps 


RP. ECECDON: You asked me if it is not true 
our attraction to registered representatives is a higher- 


say that is a correct statement. When 


we intezview man for jobs with our firm we do not discuss 


omissions or rates cf commissions with them, and they 


reuse they like the image of cur firm 


2 


throuch advertising. We have not had to try or compete 


with other firms on 2 commission basis. 


ete dt nde eo Lew. 


ASTI TF Aw, $ we = 
AVERDUSY: Aren't they interes 


thoy apply azen’s they interested in what thei 


pereentase will 

WR. ECDSEOM: Ho, not particularly. I imagine 

they assume we pay 23 eve y else ays"or similar 

to that. ; 
PTATIAD. 


wn? at a 
MR. BISaCPs 


ary cml we 
BR. EODGHCH: 


How are you going to solve the 
problen i£ you become a member organization if such 
persons have to be trained for six zonths before they 
can become productive? 


ER. HODGDON: I.imagine the way other member 


a ee eee + seem oy AUS ween. ~ aoe a ere tenane AOD eee teen oat 
* louaxy : ous ax 
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HODGDON AND COMPANY NE Urs F aes September 12, 1960 
3 j ; Z 


Hodgdon and Company, 1411 K Street, N.W. present the latest world news, 
This summary is presented as another service of Hodgdon and Company, . 


- 


specialists in financial planning, 


i 
; Don't waste fear any more than you would waste your money. We say this 
because fear, that's right, fear of. facing money and the future often leads 
to wild unthough’ out_investment action, Hodgdon and Company offers a 
s>rochure which helps explain the’ reasoning --- or rather the lack of it -~- 
behind fear of money and the future, But don't let your financial future 
down with impulsive investment action, Call in an investment expert, one 
‘of the many informed’ specialists at Hodgdon and Company, Investigate the 
many services of Hodgdon and Company, Call or stop in at Hodgdon and 
Them G@vkeenr 
Company, 1411 K Street, N.W, and z= ask for a free copy of "Einance-Counsée ling" 
EE oe oot are a introduce-yourto=serreorstinarce r 
nizks volseing-ond-the~techniquo-of-hendl ing-noney-wizhont=tearof 


the—future o 


Hodgdon and Company has presented the late news bulletins, Listen also 
at 5330 PM Monday through Friday for the WGNS stock market report, another @ 
' Service of Hodgdon and Company, specialists in financial planning, at 


1411 K Street, NW, 


OD, 
== -3683: axe — 


ExH2t7 
~ 556 


! ere eee : - +. . EPfeetive December 15, 1960 f Sit ieee 


: : P ; i 
Eodrdon & Comveny, Inc. See es - x 


60-second spot: : #2 


i: ca. 


I just vant to tell you briefly what a pleasant experiance you have in 

store when you drop into one of Eoagien ee Company" 8 offices and discuss 

sors Envestzent progren, First, you'll Ss welcomed by a counsellor who 
a 


_ is an expert in financial plenning in the a of securities--profit 


shering--insurance reviewseeand oil programs. Second, you will get his 


undivided attention to your present portfolio--and his suggestions on how ” 


" at might be inproved. Or, = you're & new iavestor, he'll: get you off to 

a sowid start. Third, yout find this counsellor a nan to like personally 
ana trust implicitly, So why not stop in at one of Hodgion & Company's -— 
offices at 1411 K Street,“Washington; in the Seven Corners shopping Center 

dn Virginie ena et 6929 Arlington Rosa opposite Bredley Shopping Center 
in Bethesda, You'll find it time well invested. That's Hodgion & Company; 
STerling 3-800. Kee <a | ; 


ne eee 6 ch ee at es me het Cle ran ay en ie a rs a a 
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Hoagton & Company, Inc. 


60 Sexond_spot + #2 


May I give you en invitation from our sponsor? Hodégdon & Company would 
like to issue @ special invitation to new investors.,.those of you who | 
have been putting off the matter of putting your savings to vork with e ‘soma 
fnvestuent plan, Well, let me promise you this--vhen you talk with a rece 
Hodsdon & Company representative about investments your cyes will really be 

_ opened to @ fascinating fleld of financial opportuni ties-afor-Rong-renge 

eonecie tate ghtsceua tones est ota yOUESIEAL STEREO 

" And please don't think you have to be a millionaire to be en investor. 
‘Alnost hel? of ell sharcholders are people in the $5000 to $10,000 annual 

| 4ncome bracket. 80 vhy deley that visit to Fodgdon & Company another day? 
Drop in et their min offices, waa K eee or their Bethesda office at 
6929 Arlington Road opposite the Bradley Shopping Center and in Virginia . 


at the Seven ‘Corners Shopping Cont = fe the name--Hodgdon & Company, 
your es investuent counsellors at Sterling 3-800. 


< Ce OU) 2c Larrabee Associates Advertising 
ee 1145 9th Street, N.W., Washington 6, D. C. 
FEderal #-8800 = 


OSITION: P.O.NO. 


SUPERCEDE PREVICUS SPCT, T.F. 
(HIB IF: FST 2 ~ 


SPCT #1 


Fere*’s a Now Year’s Resolution with its own builtein reward... . 


em early visit to Rodgdon and somMpany Investments, and a talk 
about your financial future. Hodgéon and Company has no erystal 
ball but they do have a research staff thet has thoreughly and 
competently analyzed 2 maser mre the probedle course 
of the market = new and eid issues of interest, mutual funds, 
growth Stocies eo in short, they have an ecr ossethe-board picture 
of 1962°s business trends. More then that, Hodgdon* s trained 
= representatives can translate this broad outlook into the very 
practical terms of what it means to you and to your inves tment 
portfolio. Counselors at Hedgdon end Compeny wild be delignted 
to consult with you at your convenience, always confidentially 
“and without cost or obligation on your part, "A wise resolve, 
then, would be to inciude Hedgséon end Company in yor iomedzate 
_finencial plans. You will also find Hedgéon’s newsletter 
"Action Makes the i£ference” en intelli gent asset - write or 
. phone for a complimentary copy now. Why not start °62 with the 
best resolution of all - 2 visit to Hodgden and Company Investnents 
.. downtown washington at 1412 X Street, Northwest...the pacne 
_tumber is STerting 3~8040. Or stop hy one of ‘Hedgdon’s conveniently 
Located suburban offices: in Feils Church, Virginia, in Seven Corners 
Shopping Center; or in Bethesda Meryland, opposite the Bradley 


Snopping Center on Ariiucton Nenad. 


': a rere tens 
don ACEH : 
4 


Moor Tye . ; 
Peete Larrabee Associates Advertising 
iL MEN. SPOT - ¢ 1145 19th Street, N.W., Washington 6, D.C. 


P FEderal 8-8800 : ws 
SHEDULETATE 1,2,.3, etc. 


- P.O. NO. 
ON: srmERcepE PREVECUS SPCT, T.F- 


SPCT #1 


Heze°s a New year's Resolution with izes own builtein seward... 
an early visit to Hodgdon and Conpeny investments, and a talk 
about your financial uture. Rodgdon and Conpany has no erystal 
ball but they do heave a vesearch staff that has thoveughly and 
competently analyzed the probable ce a of the probable course 
of the market, nev and pid issucs cf inte vest, mutual funds, 


growth stocks e@ in snort, th ey have an acros sseotheeboard picture 


of 1962%s dusiness trencs. Morn than that, Hedgdon’s erained 


vepresentatives can translete this broad outlook into che very 
prectical terms of whet it means to you and to your javestmant © 
portfolio. Counsetor B et Kodgdon and Coapany will be deLlignted 

to eonsult sith’ you at your convenience, always confidentially 

end without cost oF obligation on your part. A wise resolve, 

then, would be to inclu Fodgeon end Genpany in your immediate 
finencial plans. You Pete find Hcdgdon®s newsletter . 

action Makes the pifference** en intelligent agsnet « write or 

pnone for 2 couplinentary copy now. hy not start °62 with che 
test resolution-of alZ - a visit to Hedgion and Company Investments 
-- ccowmtown Yashingion at L4L1L X Street, Northwest...the phone 
number is STeriins 305040. Ox stop hy. one of Hodgdon’s conveniently 


Located SESS offices: in Feils Church, virginia, in Seven Corners 


Shopping Genter; oc in Bet “nenda Maryland, opposite the Bredley 


’ 


me ender Menkes on ALLiINGOG HO. vt 


Ts UGLY & VA's 


oC TATE 1,2,3, ete. 
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RADIO — £ Ce py + Larrabee Associates Advertising 


‘. . ; fh 1145 19th eres N.Wey Washington 6, D. C. 
L MIN. sPct : = sie _] FEderat §-8800 
HEDULE: . F 

P.O. NO. 


IPERCEDE PP 
HIRIT + 
spoT #4 
ot — esr 
And now a question from Hodgdon. and Company, Investments: 


What will 1962 bring you? It is entirely probable that it could 


bring prosperity and start you on the road toward financial security, 


L£ you start 1962 with a visit to Hodgdon and Company. Financial 
planning and counseling are part of the Hodgdon Services that are 
available to you. Trained investment analysts will go over your 

present portfolio and make any necessary suggestions. Such advice = 
based on Hodgdon’s own vast experience in the financial field and" 

their constant contact with other leading investment companies. 
Naturally, this advice is both confidential and Rithont cost or 
obligation on your part. Why delay? Talk to our trained representatives 
about the financial outlook for *62, and nost particularly. about your 
own finencial outlook, which can be bright indeed with the sage counsel 
afforded by Hodgdon and Company. And, write or phone for your 
complimentary copy of Hodgdon’s newsletter "Action Makes the Difference", 
‘Wodgdon and Company is Vocated at 1411 K Street, Northwest...the phone 

is STerling 3-8040. In Falls Church, Virginia, there is a Hodgdon 


“and Company office near you at the Seven Corners Shopping Center, and 


in Bethesda Maryland, oppos ite the Bradley Shopping Genter on Arlington 
Road, is ~ y F a aaa 


1 17 

Ors 

HODGDON & COMPANY 

SPOT’ #62-1 

Oppo= tunity...far from knocking just once... knocks many times. In 
fact, it is a continuous process when you are a customer of Hodgdon 
and Company, Investments. Registéread representatives at Hodgdon are 
always alert for new Opportunities for investment, while never 
forgetting long-established stocks, bonds, mutual funds and the like. 
In short, a balance is.maintained between the ne, and the tried-ana— 
true. Why not stop_by one of Hodgdon and Company s three offices, 
and discuss your investment future with a registered representative. 
He will show you -- without any obligation on your part, of course -- 
how to get the most orn your investment dollars. Such suggestions 
must be hand-tailorea for each customer, but this ont pays off for 
you, in providing you with an investment portfolio that is sensible, 
sound, Scaced to your present needs...and@ yet Ree opportunity 
for growth. Why delay “-- a visit to Hodgdon and Company can be ao 
financially-rewarding one. That's H-0-D-G-D-O-N. . .and Company, 

1411 K Street, Northwest, Phone STerling 3-8040, or visit the 
“conveniently located £ Hoagdon and Company ‘suburban. offices...in the 


Seven Corners Shopping Center, FPalis Church, Virginia, or in Bethesda, 


‘Maryland - opposite the Bradley Shopping Center, on Arlington Road. 


HODGDON AND COMPANY 
SEOT: 5 


Here is a special message for you from Hodgdon and Come wiele 
investments: * 

Do you know what a procrastinator is? That's a person who ULS, 

things off. And of course, it's a fact that most of us do put SEEEES 
off cecasionally. But there's a danger in certain kinds of pro- 
crastination...for instance, financial procrastination. There's 

only one way to assure tomorrow's security...that's by preparing 
today...right now! We realize, of course, that this is quite an 

order for the average individual. Many of us wouldn't know where to 
begin. But assistance is yours for the’ asking. Hodgdon and Company... 
investments...prides itself on being able to help you ‘secure a | future: 


for yourself and your family. Advice on individual stocks is 


freely given, based on Godgdon's vast experience in the financial field 


and their constant contact with leading investment companies. "So 
why not stop putting ‘things off? Act today! Call, write or visit 
Hodgdon and Company...1411 K Street, ACESS Ee cot Washington...or 
phone STerling 3-8040. Hodgdon offices also conveniently located in 
Falls Church, Virginia...at the Seven Corners Shopping Center, and 
in Bethesda, Maryland. ..opposite the Bradley pines Center on 
Arlington Road. 
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SECURITIES AND Ev SHANC- VOMMISSION 
DOUXET KO. 


As of November 1, 1962 Hodgdon & Co., Inc. will institute a "Sales Quota 
System" as follows: Be tse , 
1. Any representative of Hodgdon & Co. » Inc. who has been with the firm 
one year or longer shall sell $18, 000 in mutual funds or its equivalent 
each month such as: - 


$18, 000 in outright purchases. 


One $100 per month 15 year mutual fund plan. 


Two $50 per month mutual fund plans. 


One $50 per month plan plus $9000 outright purchase. 


Four $25 per month mutual fund plans. 
-or- 


Five plans (either 10 year or 15 year) of any denomination in each two 
month period. : 


' -or- 


Earn net commissions to himself of $600 per month from investment 
‘sales of a high-quality - high-quality meaning other than selling or trading 
in low-priced speculative securities. The final decision on “high-quality” 
shall be determined by the Corporation Officer in charge of sales subject 

to the review of the Board of Directors of Hodgdon & Co., Inc. 


The above goals can be averaged over the two months but cannot be carried over 
beyond each two month period. 


The results for each registered representative shall be reviewed every two months. 
Those representatives who do not meet the above monthly average for any two 
month period will be subject to dismissal from the firm. 


- 


- 


Supplement to "Sales Quota System" 


ee . 
The Sales Quota System is not intended to cause any representati-re to 
feel undue pressure or insecure in his investment career. Rather it is intended 
to give a sense of urgency to those wHo have completed their training and have 
a full year in the investment business but still-are not working. A survey of all 
representatives earnings over the past five years points out that if the represen- 
tative makes a "presentation" to only one person per day (which is half of the 
number the representative should have seen) his average earnings will be far 
in excess of the minimums required. Red 


Also, an analysis of those representatives who failed in the investment 
business points out that all of them had made a sales presentation to less than © 
1/2 person per day on average - they simply didn't work! : 

. | 
In addition it has been found that any representative earning less than the 

minimums stated after-one year in the investment business is extremely * 
_ disappointed with himself and his career and if he continues on, becomes 

totally ineffectual. He attempts to find excuses to rationalize his failure and 
‘ becomes a severe critic of the investment industry, the firm, and his associates. 
His very presence in the firm at this stage is certainly less than desirable. 

| . 


The last point to be made is that as of January, 1963 the Stock Exchange 
will allow its members to have only full-time representatives and one major 
criterion to distinguish between full-time and part-time will be the representa- 
tive's average monthly earnings. 

The investment business offers all representatives a fascinating career - 
one in which a great sense of personal accomplishment can be achieved. All 
the Sales Quota System is expected to do is help the representative through the 
: Upgray areas" between success and failure. and on to the almost limitless heights 
' offered to anyone who makes a sincere effort. - : : . 


James F. Haight 


UNITED STATES COURT OF APPEALS 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


HAIGHT & CO., INC., ET AL., 


Petitioners, 


-V- 
SECURITIES AND EXCHANGE COMMISSION, 


Respondent. 


REPLY BRIEF FOR PETITIONERS 


Sidney Dickstein 
Federal Bar Building West 
Washington, D. C. 20006 


Attomey for Petitioners 


DICKSTEIN, SHAPIRO & GALLIGAN 
Federal Bar Building West 
Washington, D.C. 20006 


Of Counsel 


CITATIONS 


Cases: 


# Carey v. C.A.B., 275 F.2d 518 (1 Cir.) . - 
» Collier v. Mikel Drilling Co., 183 F.Supp. 104 (D. Minn.) ........... <s52- 
¥*Columbia Broadcasting System v. United States, 316 U.S. 407 
Consumers Power Co., 6 S.E.C. 444 
Klein v. S.E.C., 224 F.2d 861 (2 Cir.) 
} NLRB v. Bradley Washfountain Co., 192 F.2d 144 (7 Cir.) 
' %Northeastern Indiana Building & Const. Tr. Coun. v. NLRB, 
122 U.S. App. D.C. 220, 352 F.2d 696 ...........c0c0es RSE 8, 11 
Rural Electrification Administration v. Northern States 
4 Power Co., 373 F.2d 686 (8 Cir.) .............. asasoass bas anoass oe. 18 
'€S.E.C. v. Chenery Corp., 318 U.S. 80; 332 U.S. 194. 
, §.E.C. v. Ralston Purina Co., 346 U. S. WR) sccaeacccscsccecsckosccssce s-55 
{ Service v. Dulles, 354 U.S. 363 ............000. Annas 
, Sheridan-Wyoming Coal Co. v. Krug, 84 U.S. App. D.C. 288, 172 
F.2d 282, rev'd on other grounds, 338 U.S. 621 
+ #United Packinghouse, Food & Allied Workers v. NLRB, 135 U.S. 
App. D.C. 111, 416 F.2d 1126 
¥United States Vv. Wiley: 267 F.2d 453 (7 Cir.); 278 F.2d 500 


}) 
Statutes and Regulations: 


17 C.F.R. § 206(a) 

17 C.F.R., Part 231 

EVE CO PRED ciiclciciviercicierctelelcieictercicictclcteferchcichcicicletceievore Nololotctotciciotetcketeiotel cteboreiotelcrerotoretote 
- § 551(1) (4) 
§553(B)CB)CA) ease ee Ronen Senne 
.§ 554(6)G) 


nnn 
o00: 


aac 
222920000! 


“ 


RRRERGGGVYY 


. 
. 


. 
. 


4 


aaqcacaaac 
NANNNnNNNNMN-. 
AAA n 


Miscellaneous: 


« Brenner, Selected Jury Instruction Forms in an SEC Criminal 
Case, 41 F.R.D. 93 
H. R. Rep. No. 1542, 83rd Cong. 24 Sess. 1S) RAK AAR Anan RRA A LYokekote 
#Loss, Securities Regulations Emin me AA nA A RRA WR Ain Am ml 
NASD Manual (CO AR) RRR RR RRR Rm ae RR RA micdekokeloleletekcteleietetsiaieinioianed~ an 
* Orrick, Some Observations on the Administration of the Securities 
Laws, 42 Minn. L. Rev. 25 


“UNITED STATES COURT OF APPEALS 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


Nos. 
71-1136 
23,244 
23,246 


HAIGHT & CO., INC., ET AL., 
“Petitioners, 
“Ve ; 
SECURITIES AND EXCHANGE COMMISS TON, 


| Respondent. 


REPLY BRIEF FOR PETITIONERS 


Preliminary Statement 


For convenience, our reply brief follows the format of the Commis- 
sion's answering brief. As refined on appeal, Se four charges against 
petitioners: (1) that they engaged in a "scheme to defraud" msn OSs 
(2) that they made fraudulent statements in the sale of securities (R.Br. 57- 
61); (3) that they sold unregistered securities (R.Br. 62-67); and (4) that 
they committed other--essentially "record keeping"--violations (R.Br. 68). 


We treat these charges seriatim in Part I of this reply brief. In Part II 


we turn to the issues which arise in the sanction phase of the proceeding. 


I. 


A. The "Scheme to Defraud" Charge 


The "scheme to defraud" which the Commission ultimately found con- 


sisted, we are now told, of "two interrelated elements" (R.Br. at 49). First, 


petitioners solicited investors in accordance with registrant's "financial 
planning" program (R.Br. at 49-50). Second--and the heart of the charge, 
since .we assume that the Commission will concede that it is not unlawful 
for a securities firm to solicit patronage--petitionens "recommended securi- 
ties * * * that were purposefully designed to bring petitioners a large 
measure * * * of 'high-commission' business" (R.Br. at 50). As the Commis- 
sion's general counsel puts it "'financial planning" was by its conception 
and nature a device to sell high-commission securities ** *" (R.Br. at 52, 
n. 42). | 

This "scheme to sell high-commission securities "bears no resemblance 
to the "scheme to defraud" that was charged in the Order for Public Proceed- 
ings and tried for 108 days before the Hearing Examiner. Thus, without more, 
this charge cannot be sustained on appeal; but there is more, for the charge 
which the Commission found and which it seeks to sustain in this Court is not 


even a violation of law! 


1. Petitioners Were Not Charged with a 
Scheme to Sell High-Commission Securities 
The "scheme to defraud: set forth in the charging order (later supple- 
mented) consisted of 15 very specific allegations (J.A. 17-19), none of which 
alleged that petitioners schemed to sell "high-commission securities." We 


treat the specifications seriatim. 


First, petitioners were charged that they did: 


(1). permit, engage and arrange for the employment 
as salesmen for registrant of individuals who had little 
or no prior experience, training or qualifications as 
securities salesmen and permit, encourage and arrange for 
registrant's salesmen to advise customers regarding their 
finances including securities investments, real estate, 
taxation, trusts and wills, oil and gas, and insurance with- 
out suitable training in such fields and without suitable 
training or indoctrination in the standards of conduct re- 
quired of those engaged in the securities business (J.A. 17). 


x 


This charge related to alleged inadequacies in registrant's training program. 


It did not refer to a scheme to sell high-commission securities. 


Next, petitioners were charged that they did: 


(2) induce inexperienced and unsophisticated customers 
to repose complete trust and confidence in them, causing such 
customers to believe that they would act in their best interests 
in connection with all purchases and sales of securities (J.A. 17). 


This charge did not put petitioners on notice that the gist of the scheme of 


which they stood accused was the sale of high-commission securities. In addi- 


tion, since the Commission has now expressly held that it does not matter 
whether or not petitioners' recommendations for securities transactions were 
suitable and in the customers" best interests, this charge is also now seen to 


be immaterial to the scheme which the Commission found. 
| 


Next, petitioners were charged that they did: 


(3) cause such customers to believe that respondents had 
skill, knowledge and experience in eco planning, including 
securities investments (J.A. 17). 


This charge also failed to give notice that what was alleged was a scheme 


sell high-commission securities. 


Next, petitioners were charged that they did: 


(4) induce customers, without soars to such persons’ 
financial needs and objectives, to sell seasoned securities out 
of their investment portfolios and reinvest the proceeds in un- 
seasoned and speculative securities in which respondents had 
direct and indirect interests, and 


(5) fail to disclose to such customers the respondents" 
special interests in certain transactions; namely, registrant's 
commissions, charges and profits on securities transactions (J.A. 18). 
These charges did not place respondents on notice that they were accused of 
scheming to sell high-commission securities. They alleged a scheme to sell 
unseasoned and speculative securities. The Hearing Examiner required that 


the Commission file a more definite statement specifying the "unseasoned and 


a 


speculative securities involved in these charges." Ree to that order, 
the Commission specified no less than 44 securities. | None of the 44 securi- 
ties was found to be "unseasoned or speculative" and none of the specified 
securities were found to be securities in which petitioners had a "direct and 


indirect" interest. Indeed, out of the whole administrative record, the only 


security in which any of petitioners was found to have an interest was Aber- 


deen Fund, a conservatively managed mutual fund, and that security was not 


included in the more definite statement. General Counsel apparently now 


concedes that the portion of these charges which alleged that xesponeeS 


failed to disclose their sales commissions was not proved (R.Br. 54). 
Next, petitioners were charged that they did: 


(6) cause such customers to retain their trust and 
confidence in respondents by means of lulling letters and 
oral representations that they were better off because of 
the financial advice given by respondents, when, in fact, 
such customers had suffered losses or were no better off 
than before dealing with respondents. 


2/ In response to the Examiner's order for a more definite statement, the 
Commission specified 28 securities which were the alleged "unseasoned and 
speculative securities" referred to in (4),and by a later supplement 16 more 
securities were added. Those securities were: Primex Equities Corporation, 
U. S. Infrared Corporation, Data Processing Corporation, Paragon Electrical 
Manufacturing Corporation, Van Pak, Inc., Capitol Properties, Inc., Toledo 
Plaza Limited Partnership, Rock Creek Limited Partnership, Cheverly Terrace 
Limited Partnership, Canandaigua Enterprises Corporation, The Connection 
Company, Mid American Life Insurance Company, Watson Electronics & Engineer- 
ing Co., Inc., Metropolitan Security, Inc., Richmond Motor Lodge Limited 
Partnership, Falls Plaza Limited Partnership, Mount Vernon Apartments Limited 
Partnership, Big Fish Little Fish Limited Partnership, Lord of the Flies 
Limited Partnership, Jonkers Business Machines, Inc., Westfalls Shopping Cen- 
ter Limited Partnership, Kent Washington, Inc., Orbit Industries, Inc., Alex 
Forst & Sons, Inc., Glenn Rose Limited Partnership, Apache Canadian Oil & Gas 
Program 1961, Roseville Detroit Limited Partnership, Wise Homes, Inc., Mo- 
hawk Business Machines, Inc., Roseville Detroit: Limited Partnership, Apache 
Realty Corporation, Transcontinental Investment Corporation, Tel-A-Sign, Inc., 
Vahlsing Corporation, Major Finance Corporation, Edwards Engineering Corpora- 
tion, Swimming Pool Development Corporation, Thoroughbred Enterprises, Inc., 
Cooke Engineering Company, Sheraton Corporation (warrants), Mile Electronics 
eS Serre Brothers Chemical, Automation Labs, Beauty Counselors (J.A. 85-86, 
-95. 


3/ It is ironic that the Commission stresses, at great length, the disclosure 
function of the prospectus when dealing with the separate issue of unregis- 
tered securities (R.Br. at 65) but seems to ignore that identical disclosure 
function with respect to Yommission charges (R.Br. at 54-55). 
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This charge does not allege a scheme to sell “high-commission securities" and 


we are now told that it is not pertinent to the scheme which the Commission 


found because it is immaterial whether or not customers "were better off be- 
cause of the financial advice given by respondents." It is equally immaterial, 


| 
the Commission now asserts, whether or not customers “had suffered losses." 


Next, petitioners were charged that they did: 


(7) engage in the distribution and sale of speculative 
and unseasoned securities without first having made reasonable 
and diligent inquiry as to the true nature and worth of these 
securities, although on notice of facts and circumstances which 
made such inquiry essential and which inquiry, if made, would 
have revealed the background of the issuers, the circumstances 
surrounding their organization, and the history of these is- 
suers as to their operations, earnings, dividends, current 
financial condition and other similar matters (J.A. 18). 


This charge does not allege a scheme to sell “high-commission" securities, 
| 


‘and in any event is immaterial, the Commission now says, for it does not 


matter whether petitioners "made a reasonable and diligent inquiry into the 


true nature and worth of these securities." Indeed, the Commission goes 


further and says that the "true nature and worth" of ‘these securities is 


immaterial. 


Next, petitioners were charged that they did: 


(8) engage in the distribution and sale of securities 
to customers without disclosing their failure to have made 
the inquiries described above and their failure to obtain and 
disclose such material adverse information (J.A. 18). 
This specification, which was not the subject of findings by either the 
Hearing Examiner or the Commission, is not pressed in this Court and has 


nothing to do with an alleged “scheme to sell "high-commission' securities." 


Next, petitioners were charged that they did: 


(9) endeavor by the use of high pressure selling efforts 


AGS 


to place customers in a position where they were asked to make 
hasty decisions to buy securities upon the basis of incomplete, 
untrue, deceptive and unsubstantiated representations. 
Standing by itself, this charge has nothing to do with a scheme to sell high- 
commission securities. In fact, as contrasted to a "boiler shop" operation, 


the deliberative consideration of investments which was essential to finan- 


cial planning is totally inconsistent with “hasty decisions." 
Next, petitioners were charged that they did: 


(10) offer to sell, sell and deliver after sale the 
securities of U. S. Infrared Corporation (Infrared) , Paragon 
Electrical Manufacturing Corporation (Paragon) and Data 
Processing Corporation (DPC) when no registration statement 
under the Securities Act had been filed or was in effect 
with respect to such securities (J.A. 18). j 
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This is not a charge relating to the sale of high-commission securities. 


Indeed, one of these securities (DPC) was sold at no commission at all 
and another, Paragon, was sold under an arrangement where registrant's com- 


mission was received not in cash but in stock valued at the same price at 


which the security was sold to its customers (Pet.Br. 44-45). 


Next, petitioners were charged that they did: 


(11) while engaged in the distribution of Infrared, 
Paragon, DPC and other securities and acting as a broker- 
dealer fail to send confirmations of certain of such trans- 
actions to customers at or before the completion of each such 
transaction (J.A. 18). 


There is no finding by the Hearing Examiner or the Commission that petition- 
ers failed to send a confirmation with respect to any of the listed securities, 
nor is such a charge relevant to a "scheme to sell 'high-commission' securi- 


ties." 


4/ Petitioners were separately charged with selling these securities when 

a registration statement was not in effect. That charge, which is not alleged 
to be part of the "scheme to sell "high-commission' securities’) is separately 
treated, infra, pp. 15-19. 


Next, petitioners were charged that they did: 


(12) participate in the operations of a securities 
selling organization in which the salesmen without suitable 
training in the standards of conduct required of those 
engaged in the securities business were permitted and en- 
couraged to offer and sell securities to customers and fail 
to reasonably supervise salesmen who were subject to their 
supervision, with a view to preventing violations of the 
statutes, rules and regulations administerdd by the Commis- 
sion (J.A. 18-19). 


There is no finding that petitioners' salesmen were not suitably trained or 


that petitioners did not suitably supervise them. Nor does such an allega- 


tion have anything to do with a "scheme to sell 'high-commission' securities." 


Next, petitioners were charged that they did: 


(13) fail to make entries on the books and records of 
registrant for the purpose of concealing all or certain of the 
activities in paragraphs (1) through (11) above (J.A. 19). 


There is no finding that petitioners failed to make entries on registrant's 
books and records for the purpose of concealing "all or certain of the acti- 


vities in paragraphs (1) through (11) above." 
Next, petitioners were charged that they did: 


(14) make untrue, deceptive and misleading statements 
of material facts and omit to state material facts necessary 
in order to make the statements made, in the light of the 
circumstances under which they were made, not misleading with 
regard to all or certain of the securities of Infrared; Para- 
gon; DPC; Van Pak, Inc.; Roseville Detroit Limited Partnership; 
and Apache Canadian Oil & Gas Program 1961, ‘concerning, among 
other things: (a) a rise in the price of such securities; : 
(b) the earnings and financial condition of the issuers; (c) the 
use of the proceeds by the issuers; (d) the uniqueness or su- 
periority of the products; (e) the rate of return from these 
securities; (f) the quality and safety of the securities; (g) the 
future prospects of the issuers; (h) the contracts held by the 
issuers; (i) the management of the issuers; '(j) the market value 
of the securities; (k) the registrant's recommendation of such 
securities; (1) the future assessments on the securities; (m) the 
activities described in paragraphs (1) through (12) above; and 
other statements, representations, and omissions of similar ob- 
ject and purport (J.A. 19). 


of the 13 alleged false or misleading statements specified in Charge 14 


anything to do with "commissions" or "sales charges." 
'Yy ng & 


By a.motion to amend the order for public proceedings, the Commis- 
added a 14th charge. That charge provided that petitioners did: 

(15). make false and fictitious entries and aid and abet 
the making of such entries on the books and records of the 
registrant in connection with the offer and sale of Van-Pak, 

Inc., securities in the State of Virginia (J.A. 98). 


charge, like the others, is wholly irrelevant to the alleged "scheme to 


‘high-commission' securities." 


When the Administrative Procedure Act talks of notice of "the matters 
of fact and law [to be] asserted," 5 U.S.C. §554(b)3, it means fair notice. 
E.g-, Northeastern Indiana Building & Const. Tr. Coun. v. NLRB, 122 U.S.App. 


D.C. 220, 352 F.2d 696 (1965); United Packinghouse, Food & Allied Workers 


v. NLRB, 135 U.S.App.D.C. 111, 416 F.2d 1126, 1134, n. 12 (1969); NLRB v. 
Bradley Washfountain Co., 192 F.2d 144, 149-150 (7 Cir. 1951). Implementing 


the Act, the Commission's own regulations require a "short and simple state- 


ment of the matters of fact and law to be considered and determined," 17 C.F.R. 


§206(a). Whatever else may be said about the Commission's order for public 


proceedings, we think it demonstrably plain that registrant and the individ- 
ual respondents were not charged in a "short and simple statement" with a 
"scheme to sell 'high-commission' securities." The order itself and the 
entire history of the administrative hearing conclusively shows that the 
charges against petitioners rested on an allegation that petitioners defrauded 
their customers by recommending securities transactions which were not in 
their customers' best interests or in accordance with their customers’ stated 


financial objectives. 


Petitioners were not the only ones who were misled by the charges 


which General Counsel now says constituted adequate notice of the violations 
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which the Commission ultimately found (R.Br. 73-15) The Commission's own 
trial counsel, near the close of the Commission's case-in-chief, assured the 
Hearing Examiner that petitioners were not charged with “high markups" 


(Tr. 5825; 5513-5529). The Trial Examiner agreed. As he put it: 
"I have had occasion to remark once before when 
similar matters were under discussion, there is no allega- 
tion on excessive markups" (Tr. 5824, 5826). 
i 
Indeed, when the Hearing Examiner ruled that evidence of a security's 
subsequent performance was irrelevant--a ruling which the Commission's General 
Counsel now says was correct (R.Br. at 51)--the Commission's trial counsel 
took an interlocutory appeal and succeeded in having the Examiner reversed 
120-123 
by the Commission (J.A. S#0-343). At that point in the proceedings, the Com- 


mission concluded that the evidence was relevant becayse: "Subsequent market 


prices may be a factor together with other relevant circumstances in deter- 


mining whether as alleged in [paragraph IIB(2)], the broker-dealer acted in 
t 
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the customers' best interests" (J.A. 344) (emphasis supplied). As contrasted 


with its construction of the charges when confronted with the evidentiary 
issue, the Commission ultimately held that whether or not the petitioners had 
acted in their customers' best interests was wholly irrelevant (J.A. 324). 
And its General Counsel now tells us--directly contrary to the Commission's 
evidentiary ruling (J.A. 523) --tnat it is "wholly irrelevant whether customers 
suffered losses or gains" (R.Br. at 51). The record thus conclusively shows 
that during the hearing stage of the proceeding, petitioners, the Commission's 
trial counsel, the Hearing Examiner and the Commission itself thought that the 
"scheme to defraud" rested on the allegation that petitioners recommended se- 
curities transactions which were not in their customers best interests. It 
was only after the record was closed that the Commission shifted position and 


held that whether or not the securities recommended were in the customers’ 


best interests was irrelevant (J.A. 324). 


From.the foregoing, it is plain that petitioners did not have fair 
and adequate notice of the charges which have come to form the basis for the 


Commission's order now under review. 


2. The Overbroad Proceedings Were Prejudicial 


In addition to the lack of specific notice that petitioners were 


charged with a scheme to sell "high-commission securities," the charges and 


the proceedings were so overbroad that they obscured any semblance of an idea 


of that against which petitioners had to defend. The "scheme to sell 'high- 


commission’ securities," 


which the Commission ultimately found, could have 

been simply stated in an order for proceedings and tried within a matter of 
days. Petitioners have never contested the fact that a large portion of 

’ their securities recommendations bore a commission higher than a standard 
exchange commission for a listed security. Indeed, as the Commission itself 
concedes, “there is, of course, nothing improper per se about the fact that 
certain types of securities--such as mutual funds and underwritten securities--_ 
carry much higher sales charges and commissions than do transactions in 

listed securities" (R.Br. 52, n. 42). Even if the "scheme to sell high- 


commission securities," 


which the Commission seeks to sustain here, is a vio- 
lation of law--and as we show at infra, pp. 12-14), it was not--that charge 
was so buried in the plethora of other vigorously-litigated allegations that 


petitioners were deprived of a fair hearing. 


The short answer to the Commission's suggestion that petitioners 
were not prejudiced by the lack of fair notice and the overly broad proceed- 


ing (R.Br. at 74-75) has been given by this Court: 
“The Board now says that no harm was done because 
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petitioners presumably would not have defended themselves 
any differently. But this is a speculation!we do not in- 
dulge. Lawyers customarily try cases by reference to the 
issues framed in the pleadings in advance of hearing, and 
not in anticipation of new issues which possibly may be 

announced by the [agency] in its opinion." Northeastern 


Indiana Building & Const. Tr. Coun. v. NLRB, supra, 
352 F.2d at 699. | 


Petitioners’ counsel spent literally weeks in adducing testimony designed to 


show that particular securities recommendations were: suitable for the parti- 


cular customer involved, and the Commission's trial counsel devoted weeks to 
showing that they were not. That charge, we are now’ told, is immaterial 
(J.A. 324). Both the Commission's trial counsel and petitioners’ counsel 
spent many days adducing evidence designed to show that petitioners did or 
did not misrepresent the rate of return of real estate investments as alleged 
in the order for proceedings. That issue was resolved in petitioners’ favor 
(J.A. 337, n. 50). Both the Commission's trial counsel and petitioners' 
counsel spent many days in an effort to show that the 44 specified securi- 
ties allegedly involved in this proceeding (supra, p- 4, n. 2) were or were 
not "speculative" as alleged in the order for proceedings (J.A. 18). The 
Commission now tells us that the inherent worth of Beco or its specu- 
lative nature is immaterial and that all the time the only issue was whether 
the security generated a high commission (R.Br. 51-52). Unaware that the real 
charge against petitioners was the “high commission" and diverted to other 
issues which were alleged in the order for proceedings but which now are 
claimed to have been immaterial all the time, petitioners were indeed preju- 
diced (see infra, p. 14, n. 8) by that which they were misled into not 
offering. An administrative hearing is not a "shell game” where the res- 
pondent is required to guess, at his peril, what charge is really being as- 
serted against him. In this proceeding, it is clear that at no time until 
the Commission's final opinion did respondents have fair notice that they 
were charged with a "scheme to sell "high-commission" securities” without 


regard to whether those securities were or were not in their customers" 
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best interests and without regard to whether respondents had a reasonable 
basis for making the securities recommendations at the time of the trans- 


actions. Standing alone, this requires reversal. 


3. The "Scheme" Found by the Commission Does Not 


Constitute a Violation of the Securities Laws 
—_————————————————————— oS 


Leaving aside questions of adequacy of notice, it is not a violation 
of the securities laws for a broker to systematically stress securities which 
carry a higher rate of commission than other securities, for subordination 
of the customer's interest to the self-interest of the broker cannot be in- 
ferred from the fact that "high-commission" pecicietes were sold to that 


customer. 


Categorization of commissions on securities sales as "high" or "low" 
is an approach which is alien to the comprehensive body of regulation which 


governs the activities of broker-dealers. In the contemplation of the law, 


commissions are not "high" or "low''--they are "fair and reasonable" or "unfair 


and unreasonable." And whether a commission charged is "fair and reasonable" 
is a question which the securities laws commit to self-regulating organiza- 
tions, to wit, the securities exchanges and the National Association of 
Securities Dealers ("NASD"). 15 U.S.C. §780-3; 15 U.S.C. rene 

The underwriting compensation which a broker-dealer may receive in 
connection with the offering of a new security is not self-determined. Under 


Section 1 of the NASD's Rules of Fair Practice, the amount of commissions is 


reviewed by the NASD's Corporate Financing Department which applies certain 


5/ The rules of these self-regulating organizations are subject to Commis- 
sion overview and, when deemed appropriate, Commission alteration. "The 
Commission may also abrogate any rule of a registered association if * * * it 
concludes 'that such abrogation is necessary or appropriate to assure fair 
dealing by the members of that association * * * or otherwise to protect in- 


vestors.'" Loss, Securities Regulation, p. 1364 (1961 Ed.). 
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guidelines in determining the "fairness and reasonstieness™ of the broker's 
Rem es Section 1, Rules of Fair Practice, NASD Manual, pp. 2020- 
2034 (CCH Ed.). These rules also govern coumission rates on open-end mutual 
funds since such sales are treated as the continuous offering of new securi- 


ties. Similar controls are imposed by the NASD over ; the amount of markup in 


over-the-counter transactions. Section 4, Rules of Fair Practice, NASD Manual, 


pp. 2054-2058 (CCH Ed.). 


What is "a fair commission” will depend oat “all relevant circum- 
stances." Section 4, Rules of Fair Practice, NASD Manual, p. 2054 (CCH St! 
Substantially different quantums of effort are required when a broker takes an 
order for the purchase of 100 shares of General Electric than in connection 
with the sale for investment of $5,000 of a mutual fund, the sale of an inter- 
est in a real estate syndication, or the sale of 100 shares in a new enter- 
prise. These differences have given rise to substantial differences between 
the commission rate on new underwritings and mutual funds, on the one hand, 
and listed securities, on the other. Moreover, to the extent that the record 
in this case touches upon the subject at all, it shows that substantial time 
and effort went into financial planning cases. The potential financial 
planning client was first interviewed, usually at his home or office. If he 
agreed to give further consideration to financial planning, comprehensive 
financial and personal information was obtained, this information was analyzed 
by the representatives (in conjunction with a supervisor if the representative 


had less than one year's experience), a presentation of a proposed plan was 


then made to the prospective client, and only then would a specific securities 


6/ In making such determinations, the Committee on Corporate Finance does 
not look only at the rate of commission. The NASD Rules also require consi- 
deration to other aspects of "compensation" such as warrants. 

7/ See also Klein v. SEC (2 Cir. 1955), 224 F.2d 861, involving a 50% com- 
mission rate on oil royalties. 
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transaction be proposed. If this process resulted in a $5,000 mutual 

fund sale, with a resulting commission to the salesman of approximately $200, 
this could hardly be said to be a "self-enriching" disregard of the client's 
interest, a conclusion reached by the Commission not by findings based on 
ectetecee but by ipse dixit. ; 

The sales commissions charged by respondents were "fair and reason- 
able" and hence proper as a matter of law. The SEC's characterization of these 
commissions as "high" cannot convert that which is lawful conduct into that 
which is unlawful. And since the other ingredients of illegality, i.e., non- 
disclosure of the amount of commission rates or unsuitability of the securi- 
ties recommended, were not found in this case, the so-called "scheme" found by 


the Commission does not constitute a violation of law. 


B. Alleged Fraudulent Statements With 


Respect to the Sale of Securities 


The Commission found that registrant and certain of the individual 
respondents made false statements with respect to the sale of five specified 
securities (Op. at 15-20; J.A. 324-329). With the exception of Van Pak 
(Op. at 15-17; J.A. 324-326), to which we now turn, petitioners Hodgdon, 
Haight and Kibler are not involved in these alleged violations. While we 
concede that the Commission could have found on the basis of conflicting 


testimony isolated violations with respect to Infrared, Paragon Electrical, 


8/ Had respondents been given notice that they were accused of perpetrating 


a scheme to defraud through self-enriching sales of high-commission securi- 
ties, they would have adduced evidence to show that it took much more time 
and effort for them to earn $1,000 in commissions than they could have earned 
in a conventional brokerage operation; that the commission earnings of repre- 
sentatives of registrant (including the individual respondents) were less 
than the commission earnings of other securities salesmen of equivalent edu- 
cation and experience; that registrant made very modest profits from its 
business operations; and that on an overall basis, the handling of the in- 
vestments of a security client of a conventional brokerage firm is genera- 
tive of higher commissions than was true in the case of one of registrart's 
financial planning clients. 


Apache Oil & Gas and Data Processing Corporation (Op. at 15-20; 5.A. 326- 


329), the Commission's order cannot be sustained on 'the basis of these 
9 H 


transactions. | Thus, on this branch of the case, the Commission's order 


must stand or’ fall on the Van Pak allegations. 


We do not insist, as the Commission seems to believe, that adminis- 
trative findings must contain an "over-elaboration of detail or particulari- 
zation of facts" (R.Br. at 61). What we say is that there is no finding on 


sharply conflicting testimony with respect to Van Pak. The Hearing Examiner 
10/ 
did not even appear to be aware of the testimonial conflict. 


C. There Was No Violation With Respect to the 
Sale of Unregistered Securities 


The charge that petitioners violated the Act by selling unregistered 


securities does not turn on whether or not any fraudulent statements were 
‘11/ 
made in connection with the sale of those securities. Thus, the issue on 


this branch of the case turns solely on an issue of law--were the securities 


9/ The Commission's imposition of the ultimate sanction rested on 

the totality of the violations which it found. (Op, at 26-28; J.A. 
335-337). Since an agency's order must stand or fall on the grounds 

which it gave for its action (SEC v. Chenery Corp., 318 U.S. 80, 87, 

95 (1943); 332 U.S. 194, 196 (1947)), the order must be set aside if 

any of the charges are defective. E.g., Carey v. C,A.B., 275 F.2d 518, 

522 (1 Cir. 1960). 

10/ One of the vices of an overly broad proceeding such as this is illus- 
trated by this lapse. No doubt during the twenty months that the Examiner 
required to prepare his initial opinion, portions of the 13,000-page trans- 
cript simply escaped him. The fact that the Hearing Examiner had an oppor- 
tunity to observe the demeanor of witnesses (Op. at) 17; J.A. 326) does not 
mean that he made a finding on credibility. And, as we have shown (Br. at 
60), such a finding is required as a matter of law. 


1l/ It is unlawful to make a fraudulent statement in connection with the sale 
of a security whether that security is registered or not. We have separately 
dealt with the alleged fraudulent statements charge, supra, pp. 14-15. 


involved exempt from registration at the time petitioners sold them? 


In an effort to avoid the effect of the 1946 publication in the 
Federal Register, the Commission's counsel argue: (1) that the publication 
was “promulgated without notice and opportunity for public comment and without 
the explicit endorsement of the Commission"; (2) that the publication is "not 
a Commission ‘rule’ or 'regulation' but an expression of staff views"; and 
(3) that, in any event, the offerings involved in this case were extraordinary 


and thus without the scope of the publication (Br. at 64, n. 59). We respond 


seriatim. 


The notice and opportunity for public comment proviso of the Admin- 
istrative Procedure Act explicitly excludes "interpretative rules, [and] 
general statements of policy." 5 U.S.C. §553(b)(3)(A). Thus, we fail to 
appreciate the significance of the Commission's observation that this publi- 


cation was not preceded by notice and opportunity for comment. 


The suggestion that the publication was "without the explicit en- 
dorsement of the Commission" is reckless and irresponsible advocacy. The 
1946 publication is part of a 90-page release of interpretative rules and 
regulations under each of the various statutes administered by the Commission. 
1l Fed.Reg. 10912-10998 (1946). The publication was submitted by the "Execu- 
tive Assistant to the Commission." 11 Fed.Reg. 10998. And the document is 


prefaced by the following notation: 


"The interpretative opinions included herein are 
opinions issued in the past for the guidance of the public 
by members of the Commission's staff (or in a few instances 
by the, Commission) and heretofore made public pursuant to 
Commission authorization." 11 Fed.Reg. 10946, n. 1 (empha- 
sis supplied). 


I£ more be needed, we point to the added statement: "It is believed that 


such publication may be helpful to the public and that it falls within the 
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spirit of the Administrative Procedure Act." Ibid. To suggest, as the Com- 
mission's aoronere do here, that the publication was promulgated without 
the "explicit endorsement of the Commission" is to ignore not only the text 
of the document itself, but the very explicit statutory presumption that a 
document published in the Federal Register was "duly issued, prescribed, or 
promulgated." 44 U.S.C. §1507(1) (1970), formerly 44 U.S.C. §307 (1964). 
The only documents which may: be published in the Federal Register are those 
"issued, prescribed, or promulgated by a Federal agency""=-not its staff. 44 


U.S.C. §1501 (1970), formerly 44 U.S.C. §304 (1964). 


The suggestion that this publication "was not a Commission ‘rule' 
or 'regulation' but an expression of staff views" Gr. at 64, n. 59) is to 
overlook the holding of the Supreme Court in Columbia Broadcasting System v. 
United States, 316 U.S. 407, 422 (1942), and ae definition of a "rule" 
set forth in Section 2 of the Administrative Procedute Act, 5 U.S.C. §1001 
(1964), now 5 U.S.C. §551(1) (4) (1967). As CBS es clear, the title placed 
on a document is not dispositive of its legal effect, and the Administrative 
Procedure Act explicitly defines a "rule" as the "whole or a part of an agency 
statement of general or particular applicability * xs designed to implement, 
interpret, or prescribe law or policy * * * " (emphasis supplied). Moreover, 
if, as the Commission's attorneys now seem to assert, the document was not 
an "order, regulation, rule * * * notice, or similar instrument,” it should 
not have been published in”the Federal Register. Those = the only kinds of 
documents eligible for publication, 44 U.S.C. §304 cseey, and former 


Section 5(b) of that Act, in effect when this document was published, expli- 


citly prohibits the publication of "comments or news: items of any character 


whatsoever." 44 U.S.C. §305(b) (1964). That is why, the courts have uni- 


| 
127 The 1968 amendments to the Federal Register Act now set forth slightly 
different publication criteria. 44 U. = C. §1505 (1970). 
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formly held that publication of a statement of general applicability in the 
Federal Register confers upon that statement the full force and effect of 


statutory law. and binds the agency which promulgated it. E.g., Sheridan- 


Wyoming Coal Co. v. Krug, 84 U.S.App.D.C. 288, 172 F.2d 282, 287 (1949), 


rev'd on other grounds, 338 U.S. 621 (1950); Rural Electrification Adminis- 
tration v. Northern States Power Co., 373 F.2d 686, 691 (8 Cir. 1967). Thus, 
even though the rule need not have been published in the first instance, and 
even if it might properly have been amended to impose more (or less) strict 
standards, it controls all transactions occurring while it is in effect. 
E-g-, Service v. Dulles, 354 U.S. 363 (1957); Consumers Power Co., 6 S.E.C. 
444, 456-458 (1939) (per Chairman Frank). 


Lest we be misunderstood, we wish to make erystal clear that our 

argument is predicated on the state of the law as it existed in 1960 and 1961 
when the challenged transactions took place. We agree that under Securities 
and Exchange Commission v. Ralston Purina Co., 346 U.S. 119 (1953), the Com- 
mission would have been empowered to adopt a standard which did not turn on 
the number of offerees. Our argument is that at the time of the offerings in 
question it had not done so and, as the Supreme Court pointed out--citing the 
very rule on which we rely, and which the Solicitor General had construed in 
the Commission's brief as exempting bona fide offers to less than 25 persons-- 
"nothing prevents the Commission, in enforcing the statute, from using some 
kind of a numerical test in deciding when to investigate particular exemption 


claims." 346 U.S. at 125-126, n. 12. 


As the Commission now suggests (R.Br. at 64, n. 59), the 1946 regula- 
tion does not bind the Commission to the 25-offeree test. Petitioners would 
nevertheless be entitled to the "good faith defense" provided by Section 19 
of the Securities Act, 15 U.S.C. §77s(a). Petitioners can hardly be faulted 


for accepting and relying on a construction of the interpretative rule which 
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had been accepted by the leading scholar in the peerintes field, 

Congress of the United see a member of the counties: ton itself, _ 
prominent member of the securities et and a federal Reese, Thus , 
whether or not the 1946 rule has been "superseded" by a 1962 release (R.Br. at 
64, n. soy! is beside the point. Section 19 of the Act exempts petitioners 
from liability for "any act done or omitted in good faith in conformity with 
any rule or regulation of the Commission, notwithstanding that such rule or 
regulation may, after such act or omission, be anended or rescinded or be 
determined by judicial or other authority to be invalid for any reason." And, 
as we have shown, in 1960 and 1961, when these transactions took place, peti- 
tioners relied on the prevailing interpretation of the private offering exemp- 


tion. That the Commission adopted a more stringent ‘interpretation a year 


later is a fact that has no bearing on this case. 


D. The Record-Keeping Violations 


General Counsel chides "petitioners" for failing "to comply with 
even the simplest recordkeeping” requirements under applicable Commission 
rules (R.Br. 2). However, the record shows a pattern of diligent compliance 
with broker-dealer reporting requirements and that vegistrant's failure to 


file amendments in the few instances at issue was totally inadvertent. With 


13/7 I Loss, Securities Regulation 664 (1961). 
14/ H.R.Rep.No. 1542, 83rd Cong. 2d Sess. 19 (1954). 


15/ Orrick, Some Observations on the Administration | of the Securities Laws, 
42 Minn.L.Rev. 25, 33 (1957). 


16/ Brenner, Selected Jury Instruction Forms in an SEC Criminal Case, 41 F.R.D. 
93, 105 (1967). 


17/ Collier v. Mikel Drilling Co., 183 F.Supp. 104, a- 112 (D.Minn. 1958). 

| 
18/ It is arguable that the 1946 rule is still in effect, for the Commission 
republished that rule this year. 17 C.F.R., Part 231 (1971). 
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regard to registrant's failure to promptly transmit funds to an issuer, it 


was admitted that this was a single exception to years of scrupulous compli- 


ance and that this one lapse occurred during a period of extraordinary back- 


office stress caused by conversion to computerized operations. 


Moreover, the Commission's opinion shows that no individual peti- 
tioner was found to have participated in registrant's failure to transmit 
funds promptly, and only petitioner Hodgdon was found to have "aided and 
abetted" the failure to amend the application for broker-dealer registration 
(J.A. 331). The only reason that Hodgdon was found to have “aided and 
abetted" in this latter violation was because it was his secretary who had 


failed to follow his instructions. 


Finally, the implication that violations of this nature justify 


lifetime bars from the securities industry is chillingly reminiscent of 


"Les Miserables." 


II. 


On the sanction phase of the case, the Commission contends that it 
"gave no consideration to the vigor with which petitioners defended them- 
selves or the amount of time consumed by the proceedings" (R.Br. at 83) in 
the imposition of a sanction. Additionally, the Commission contends that 
it was not required to consider post-1964 conduct in imposing a remedial 


sanction in 1971 (R.Br. at 75-78; 84-86). 


1. It is sheer sophistry to suggest that the Commission did not 
take into account the "pragmatic considerations" (Op. at 27; J.A. 336) that 
it said it did. When the Commission said that respondents who settled their 
cases rather than litigate an entitled to "pragmatic consideration," it 
clearly also said that respondents, such as petitioners, who do not settle 


their cases are not entitled to the same "pragmatic consideration.” The 
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situation is HEGRELES to United States v. Wiley, 267 F.2d 453 (7 Cir. 1959); 


278 F.2d 500 fe Cir. 1960). In Wiley, the trial judge said: 


"Had there been a plea of guilty in this case, 
probably probation might have been considered under cer- 
tain terms, but you are all well aware of the standing 
policy here that once a defendant stands trial that 
element of grace is removed from the consideration of the 
Court in the imposition of sentence" 267 F.2d at 458. 


That is exactly what the Commission said here, and just as in Wiley 


"a realistic appraisal of the situation compels the conclu- 
sion that [petitioners'] comparatively severe sentence was 
due to the fact that [they] stood trial" 278 F.2d at 500 
(concurring opinion) .19/ 


2. The Commission implicitly concedes that its orders must be 
prospectively remedial, not retrospectively penal. Ironically, it seeks 
to justify its refusal to consider post-1964 conduct on the ground that it 
would "unduly prolong the proceeding" (Op. at 27 and n. 48; J.A. 336). In 
view of the inordinate delay--principally caused by the blunderbuss order 
for proceedings--this ruling simply cannot withstand judicial scrutiny. 
Where, as here, an agency requires nearly four years to dispose of a case 


after the record was closed, we think its public interest finding cannot 
20/ 
stand in the face of petitioners’ timely motions to update the record. _ 


19/ Contrary to the Commission, we do not think that "significantly differ- 
ent principles apply" (R.Br. at 83, n. 83). Petitioners, no less than a 
criminal defendant, had both a statutory and constitutional right to a trial- 
type hearing. 


20/ The Commission's appellate attorneys refer to a recent order of the 
National Association of Securities Dealers (NASD) as justification for the 
Commission's refusal to update the record (R.Br. at 78, n. 75). We think 

this reference, completely dehors the administrative record, ought to be 
stricken. Not only is there no basis for this Court to take judicial notice 
of NASD proceedings, the NASD order was entered long after the Commission had 
entered the order under review here and thus could not conceivably have had 
any bearing in this case. Nevertheless, since the Commission's attorneys have 
seen fit to interject non-record material, we feel compelled to reply. 


In March, 1970 the NASD charged registrant with selling securities to customers 
as principal at prices which were unfair considering all relevant circumstances, 
| (Continued) 
—2}— 


Conclusion 
By reason of the foregoing, the Commission's order imposing sanc- 
tions should be reversed and the administrative proceeding should be 
dismissed. 


. Respectfully submitted, 


Sidney Dickstein 
1819 H Street, N. W. 
Washington, D. C. 20006 
Attorney for Petitioners 
DICKSTEIN, SHAPIRO & GALLIGAN 
1819 H Street, N. W. 
Washington, D. C. 20006 


Of Counsel 


—_—_—_—_—_—_—_———_——— 


20/ (Continued) 

with executing sales in two securities in which petitioner had fails to 
deliver which were 120 days or older, with having fails to deliver and fails 
to receive of 120 days or older and with failing to submit monthly reports on 
- fails to deliver and fails to receive. The NASD based its charge that re- 


gistrant had sold securities at prices which were unfair on a schedule of 
transactions petitioner had entered into during an eight-day period in certain 
securities. Notwithstanding the fact that the NASD's chart made no reference 
to the time of day at which the transactions were entered into, the NASD 
contended that particular transactions were effected at unfair prices when 
compared with the prices of certain other transactions. 


Registrant submitted a detailed answer to the National Association of Securities 
Dealers' charges and pointed out, inter alia, that the time differential be- 
tween the transactions precluded the comparisons which the NASD sought to make. 
Registrant also demonstrated with regard to securities which it had allegedly 
failed to deliver that it had done everything possible to effect delivery and 
that delivery was also prevented only because the receiving broker disputed 

the transaction. Registrant answered the other charges in the complaint as 
well. 


After discussing the matter with the NASD's staff, registrant offered to settle 
the case. In the offer of settlement, registrant denied all of the allegations 
of the complaint except that which charged it with having failed to file certain 
reports as required by the NASD's Emergency Rules. Registrant consented to the 
imposition of, a fine not to exceed $2,000, a sum which would have been exceeded 
by the costs of the hearing registrant had requested to further respond to the 
NASD's complaint, and a censure if in the opinion of the NASD a censure was 
warranted by the violation admitted. 


Relitigation of the NASD case is clearly beyond the scope of these appeals. 
Suffice to say, as the Commission itself concedes (R.Br. at 83), settlement 
cases do not ordinarily involve admissions of liability and no administrative 
record is made. . 
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| 
The decision of this Court, affirming that of the 
Commission, bars petitioners from the securities industry 
for life. Its Wh es to then, therefore, cannot be 
overestimated. Cf. Greene v. McElroy, 360 U.S. 474, 492. 


In order to protect their livelihood petitioners invoked 


the jurisdiction of this Court to. obtain the judicial review 
of administrative action which is an essential element of 
the integrity of the administrative process and preservation 
of the rule of' law. Petitioners painstakingly winnowed out 
all but the most significant issues of fact and law which 


arose in the lengthy proceedings before the Commission. 


The Commission's decision departed materially from the 


case which was tried under the order for proceedings. Yet 


this Court affirms the Commission's order without opinion. 


Petitioners therefore do ae know what issues of fact or of 
law this Court regarded as dispositive or even whether the 

‘ order against them was sustained-on the basis of the reason- 
ing in the Commission's decision. We earnestly submit that, — 
given the complexity of the proceedings, the substantiality 
of the issues of law raised and the gravity of the conse- 
quences to these petitioners, affirmance without opinion did 
not give these petitioners the judicial review to which they 


were entitled under the statute. 


This Court has frequently admonished administrative 
agencies that they must articulate the basis of their deci- 


“> 
sions in order that judicial review can be meaningful. But 
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a similar obligation to that which the administrative 


agencies owe to the appellate courts is owed in see ty 
those courts to the Supreme Court. For the oe 

Court also has a reviewing responsibility in administra- 
tive proceedings. Of course, the Supreme Court's review 
is not of the same nature as that of this Court. Ordi- 
narily, a Court of Appeals’ determination whether there’ 
was substantial evidence to support the administrative 
finding will not be further reviewed by the Supreme Court. 
See e.g.; NLRB v. Pittsburgh Steamship Co., 340 U.S. 498. 
And so, where the Court is satisfied that the only issues 
in the eien proceeding are factual, and the Court so 
states, elaboration of its views will not normally be 
necessary in order that the Supreme Coane may perform its 
function. However, where qiesctous of law are raised by © 
the party which seeks review of agency action, the Supreme 
Court does have a role to play, -and its determination 
.whether to exercise its discretionary jurisdiction will 
depend on the importance and substantiality of those legal 


questions or whether there appears to be-a conflict in the 


manner in which several Courts of Appeals have decided the 


ul : | 


1/ 


questions presented. In other words, the Courts of Appeals 

perform an important function for the Supreme Court in review 
“ 

proceedings; but this contemplates an opinion which advises 


the Supreme Court of the basis of the Court of Appeals’ con- 


clusion. 


We submit that the Court cannot fulfill these responsi- 


bilities by deciding, without Opinion, a case which calls 


into play so many aspects of judicial review. Greater Boston 
Television Corp. v. FCC, C.A.D.C. Case Nos. 17,785, et al., 
decided November 13, 1970; slip Op. pp. 15-21. Particularly 
where the case is complex both in fact and in law, articu- 
lation of the basis of decision is necessary so that the . 
agency and the public as well as the aggrieved party know 
exactly what has been decided. Where a case turns only on 
its own facts, and has no precedential value, a disposition 
without opinion may be a justifiable husbanding of judicial 


pproved by the Court of 
in any case in which 


resources. But even in such a case, the failure to. 


write an CP ERSE deprives the Court of the benefit 


which expressing the Court's epee so on paper has 
on the process of decision itself. As Judge Frank 
said: 
"Often a strong impression that, on the 
basis of the evidence, the facts are 
thus-and-so gives way when it comes to 
expressing that impression on paper." 
United States v. Forness, 125 F.2d 928, 
942 (C.A. 2), cert. denied, City of 
Salamanca v. U.S., 316 U.S. 694, 62 S. 
Ct. 1293, 86 L. L.Ed. 1764 (1942), cited 
with approval in Robey v. Schwab, 


Schwab, i 
U.S. App. D.C. , 307 F.2d. 198, 202 n. 
13. : 


One of the major issues raised by the petition 
for review was that the Commission went far outside 
the order for public proceedings to find that respon- 
dents had violated the securities laws. That same is- 
sue was presented in Jaffee & Company Vv. Securities 
and Exchan e Commission a case which was decided by 
the Court of Appeals for the Second Circuit on June 18, 


1971 (a copy of the slip opinion is annexed hereto) . Had 


that opinion been available to counsel for petitioners 
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prior to the entry of judgment, it would have been called 


a 
to the attention of the Court, for its holding is directly 


pertinent to the notice issue presented here. The Court 


of Appeals for the Second Circuit held: 


"Although the complaint mentioned that Jaffee 
was then a partner of Jaffee & Co., a reasonable 
construction of the gist of the complaint would 
have been that Jaffee & Co. had itself committed 
violations of the securities acts, not that the 
Commission contemplated only derivative liability. 
The omnibus citation in the order of hearing to 
§15(b), a provision which as codified includes ten 
subdivisions and consumes three pages in the United 
States Code Annotated, see 15 U.S.C.A. §780(b), 
would hardly have alerted Jaffee & Co. to the pos- 
sibility it would incur derivative sanctions. 

This is particularly true in View of the fact that 
Section 15(b) would also have served as the natu- 
ral vehicle for disciplining Jaffee & Co. directly 
for its own infractions, if such infractions had 
been found. 


"Moreover, as is apparent from the hearing 
examiner's conclusion that Jaffee & Co. had been in- 
sufficiently notified of any potential derivative 
liability, the hearing itself so far as it involved 
Jaffee & Co. was concerned exclusively with ques- 
tions bearing on whether it should be charged with 
alleged wrongs committed by the Leverton firm. 
Indeed, although the potential for derivative 
sanctions was of course inherent in the facts of 
the case from the outset, the Division apparently 
never suggested that the Commission actually rely 
on §15(b)(5) for that purpose until it made the 
suggestion in a brief filed with the examiner after 

- the conclusion of the hearing before him. Accord- 
ingly, although considerable evidence was intro- 
duced at the hearing by both sides concerning the 
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relation between Jaffee & Co. and Leverton, and 
concerning Leverton's activities during the 
relative period, no consideration whatever was 
given to possible derivative sanctions. An ab- 
sence of evidence bearing on the propriety of 
such sanctions would appropriately have been ex- 
pected had Jaffee & Co. been properly notified 
of the possibility they would be imposed. As the 
Commission's own brief before us on this appeal 
spells out. at some length, the decision whether 
-to invoke the sweeping power to impose essential- 
ly "no-fault" liability on a firm pursuant to 
§15(b) (5) is a complex and delicate one, requir- 
ing the careful weighing of detailed evidence 
bearing on the relationship between the infractor 
and the firm to be penalized derivatively. Had 
‘Jaffee & Co. been afforded adequate notice, it 
would have had an opportunity, both to take ac- 
tion to lessen the attractiveness of invoking 
derivative sanctions and to introduce evidence 
before the hearing examiner tending to show that 
the use of such sanctions would not have been in 
the public interest. These opportunities were 
totally denied it by reason of the course adopted 
in the notice and at the Commission's RSEELESS- 


"The Commission argues that notice is always 
sufficient whenever an order for hearing includes 
somewhere within its four corners a reference, 
however veiled and indistinct, to the facts and 
law which together would support the liability 
ultimately imposed. But such a mechanistic ap- 
proach to the notice and hearing requirements of. 
Section 15(b) (5) ignores the interrelationship 
between those two requirements and thus elevates 
form over function. As in other similar contexts, 
a primary purpose of the notice requirement in 
this case is to permit the respondent a reasona- 
ble opportunity to prepare a defense against the 
theory of liability invoked by those who insti- 
tute the proceedings against it. A respondent 
may not reasonably be expected to defend itself 


against every theory of liability of punishment 
that might theoretically be extrapolated from a 
complaint or order if one were to explore every 
permutation of fact and law there alluded to or 
asserted. The Commission's proposed test would 

. make a guessing-game of proceedings that the no- 
tice and hearing requirement are designed to ra- 
tionalize. 


"Thus,. for the hearing requirement to have 
any meaning, the notice provision must be inter- 
preted to require that respondent have "fair no- 
tice" of the claim lodged against it "and the 
grounds upon which it rests," Conley v. Gibson, 
355 U.S. 41, 47 (1957). Particularly in view of 
the inherent complexity of the proceedings and 
the concomitant major effort on the part of 
Jaffee & Co. required to meet any attacks against 
it, the order instituting these proceedings was 
patently inadequate to disclose that it would 
ultimately be required to fight a two-front war. 
Having drawn all the firm's resources to the 
defense of the direct liability claim so elab- 
orately limned in the order instituting the pro- 
ceedings, it was improper and a breach of the 
notice and hearing requirements of §15(b)(5) for 
the Commission then to find (almost as an after- 
thought because it was not successful in its 
main thrust), that Jaffee & Co. had won a battle 
but lost a war it had no reason to know it was 
waging on a battlefield it had never entered. 
See In Re Ruffalo, 390 U.S. 544, 550 (1968) ." 


We believe that in the light of that holding, this 
Court, should grant the petition for rehearing, vacate its 
2 


judgment and vacate the order of the Commission. If, however, 


27 This was the relief granted by the Court of Appeals for 


the Second Circuit in Jaffee. 


ane 


this Court is disinclined to adopt the ratio decidendi of 
the Court of Appeals for the Second Circuit it should at 
the very least issue an opinion dealing with the eon 
of-notice™ which would give petitioners their opportunity 
ap eae writ of certiorari from the Supreme Court of the 
United States on ee basis of the clear conflict which 
would then exist. | 
Respectfully submitted, 


Sidney Dickstein 
Federal Bar Building West 
Washington, D. C. 20006 


Attorney for Petitioners 
_ DICKSTEIN, SHAPIRO & GALLIGAN 

Federal Bar Building West 

Washington, D. C. 20006 


Of Counsel 


3/ We also urge that the Court, at least in summary 


fashion, indicate the basis for its disposition of the 
other issues presented by this appeal. 
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UNITED STATES COURT OF APPEALS 
For tHe Secoxp Circurr 
—_~ 
No. 835—September Term, 1970. 
(Argued May 25, 1971 Decided June 18, 1971.) 
Docket No. 34859 
a 
Ja¥FFEE & Company and Witton L. Jarree, Jr, 
Petitioners, 


—_—V.— 


SEcURITIES aND ExcHaNcE CoMMIssION, 


Respondent. 


—__@.___, 
Before: : 
Kavraman, ANDERSON and MansFIELD,* 
Circuit saad 
— 

Petition to review an order of the Securities and Ex- 
change Commission, 15 U.S.C. §78y(a), suspending peti- 
tioner Jaffee from being associated with a broker or dealer 
in securities for a period of twenty days and suspending the 
registration as broker-dealer of petitioner Jaffee & Go. for 
a concurrent period of twenty days. 

With respect to Jaffee the order is affirmed; the suspen- 
sion of Jaffee & Co. is set aside. 


—_—__o___ 


e 


© Of the United States District Court for the Southern Distriet of New 
York, sitting by designation, at time of submission. 
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JEROME J. Loxpin (Carro, Spanbock & Londin, 
on the brief), and Witton L. Jarres, Jr., 
pro se, for petitioners. 


' Ricuarp E. Natuan, Special Counsel (Philip A. 
Loomis, Jr:, General Counsel; David Ferber, 
Solicitor, and James J. Sexton, attorney, Se- 
curities and Exchange Commission, Wash- 
ington, D. C.), for respondent. 


—_—_4o__.. 
Kavran, Circuit Judge: 


Respondents Jaffee and Jaffee & Co., a registered broker- 
dealer, petition for review of an order of the Securities 
* and Exchange Commission, dated April 20, 1970, prescrib- 
ing that each petitioner be disciplined on account of Jaffee’s 
violations) of Rule 10b-6, 17 C.F.R. §240.10b-6, promulgated 
under Section 10(b) of the Securities and Exchange Act 
of 1934, 15 U.S.C. §78j(b). We affirm the order with re- 


spect to Jaffee but hold that Jaffee & Co. was afforded 
inadequate notice that it would be disciplined derivatively 
_on account of Jaffee’s violations, rather than because of 
violations attributable directly to the Company, and hence 
set aside the order disciplining Jaffee & Co. 


L 


None of the essential facts is in dispute. This proceed- 
ing was initiated by order of the Commission dated March 
24, 1966, which directed a hearing into alleged violations 
of several provisions of the securities acts by several named 
respondents, including petitioners here.” All of the alleged 


1 Besides petitioners, other respondents named in the order instituting 
the proceedings included Greene & Co., a registered broker-dealer through 
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infractions related to transactions between J une 1963 and 
March 1964 in connection with a secondary offering of 
_common stock in Solitron Devices, Inc., a designer and 
manufacturer of electronic products. Following a hearing 
extending for 10 days, the hearing examiner found that 
Jaffee, while he was the dominant partner in the since 
defunct partnership and broker-dealer of Jaffee & Leverton, 
had violated Rule 10b-6 as well as Section 5(b) of the 1933 
Act and various anti-fraud provisions of both the 1933 and 
1934 Acts. The examiner recommended that J affee be sus- 
pended for thirty days but dismissed the proceedings 
against Jaffee & Co. on the grounds that as a suecessor and 
not a mere continuation of the Leverton firm, it could not 
be held accountable for any of that firm’s wrongdoings, and 
second, that Jaffee & Co. had insufficient notice to permit 
the imposition of derivative sanctions under ‘Section 15 
(b) (5) of the Exchange Act, 15 U.S.C. §780(b) (5), the pro- 
vision ultimately relied upon by the Commission. 

The Commission granted the petitions for review which 
were filed by all respondents. Jaffee & Co., in light of the 
Examiner’s favorable decision,-did not petition for review. 
After oral argument, the S.E.C. absolved Jaffee of all but 
the Rule 10b-6 violations and, rejecting the hearing ex- 
aminer’s finding of insufficient notice, disciplined Jaffee & 
Co. under Section 15(b)(5) of the 1934 Act on the sole 
ground that at the time the proceedings were instituted 
and during the hearings, Jaffee’s interest in the firm ex- 

whom Jaffee conducted much of the trading found by the Commission 
to have been illegal; Greene & Co.’s general partners, Robert Topol and 
Irving Greene; Bernard Horn, at the relevant times es trader for 
Greene & Co.; and M. L. Lee & Co., a registered broker-dealer, and its 
president and director, Martin L. Levy. The Commission ultimately 
ordered that Greene & Co. and M. L. Lee & Co. be censured and that 


Bernard Horn be suspended from associating with a broker or dealer 
for thirty days. ; 
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ceeded 90%, even though the firm had not been in existence 
at the time Jaffee was found to have violated Rule 10b-6. 
Because of this disposition of the proceeding against Jaffee 
& Co., the SEC found it unnecessary to decide whether the 
firm might also be liable for any violations that may have 
been committed by Jaffee & Leverton, which the hearing 
- examiner had added as an alleged participant in the various 
violations charged (but not as a respondent), over the ob- 
jections of Jaffee & Co. The Commission ordered that 
Jaffee be suspended from associating with a broker or 
dealer and that Jaffee & Co.’s registration be suspended, 
_ each suspenison to run for coneurrent periods of twenty 
days. By order of the Commission the’ suspensions have 
been stayed pending the determination of this petition. 


I. 


We find no merit to Jaffee’s primary arguments that 
he did not.violative Rule 10b-6 because there was no “dis- 
-tribution” within the meaning of that provision in progress 
at the time he made several purchases of stock in Solitron; 
or, assuming there was a distribution, that the Commission 
did not show that his purchases were intentionally or actu- 
ally manipulative. A registration statement for a sec- 
ondary offering of 107,700 shares held by thirty-four hold- 
ers of common stock in Solitron (or about 28% of the then 
outstanding common stock) was filed under Section 6 of 
the 1933 Act, 15 U.S.C. §77f£, and became effective on Oc- 
tober 11, 1962. The largest block of this stock, consisting 
of 27,500 shares, was Jaffee’s. The prospectus announced 
that the selling stockholders intended to offer the stock for 
sale on the over-the-counter market “in the proximate fu- 
tare” and appointed Lee & Co., a New York broker-dealer, 
“exclusive agent” for the offering. Among other things, 
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each shareholder agreed to “comply with the provisions of 
Rule 10b-6.” : 

Jaffee’s liability was premised on his purchases of ten 
shares of Solitron on August .19, 1963 and an additional 
7,600 shares at various times between December 26, 1963. 
and. February 13, 1964. Jaffee’s only sale of registered 
stock during this period was of a single block of 3,500 shares! 
on October 30, 1963. As early as May, 1963, however, Lee! 
& Co. had disposed of 16,300 shares owned by other par- 
ticipants in the offering and by March of the following 
year the total of registered stock sold had risen to 75,100, 
_shares, or almost 75% of the total registered offering. 
Shortly thereafter, between October 20 and December 30, 
1964, Jaffee sold an additional 16,900 sharés of his regis- 
tered stock. zi | 

These facts make out a clear violation of Rule 10b-6, 
which in relevant part prohibits any “person on whose 
behalf . . . a distribution is being made” or any person 
“who has agreed to participate or is participating in - - . 
a distribution-. . . to bid for or purchase . . . any security 
which is the subject of such distribution . . . until after 
he has completed. his participation in such distribu- 
tion...” There are several exceptions to this prohibition, 
none of which Jaffee invokes to justify his purchases of 
Solitron. Jaffee does not dispute that had he been ac- 
tively promoting the sale and had he in fact sold substan- 
tial blocks of his registered stock immediately following 
his purchases, he would have violated Rule 10b-6. See 
J. H. Goddard & Co., Securities Exchange Act Release 
No. 7618 (1965). Rather, Jaffee characterizes his offering 
under the prospectus and registration as a “shelf registra- 
tion” because—whatever the intent of other participants 
may have been—Jaffee himself had no present intent to 
publicly distribute his registered stock immediately. Jaffee 
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seeks to excuse the 3500 shares sold in October, 1963, as an 
“ynsolicited transaction.” His related argument—related 
because each approach would erode the prophylactic value 
of the rule—is that the Commission has not shown that 
Jaffee intended to manipulate the market, or did in fact 
manipulate it, or did in fact defraud any buyer or seller 
through his purchases and sales. ; 

Difficult questions may arise with respect to an under- 
writer’s purchase of registered stock where he claims a 
bona fide intent to “shelve” or keep for investment some 
portion of it. See Whitney, Rule 10b-6: The Special 
Study’s Rediscovered Rule, 62 Mich. L. Rev. 567 (1964) ; 
Report of Special Study of Securities Markets of the 
S.E.C., H.R. Doc. No. 95, 88th Cong., 1st Sess., pt. I at 
545-46 (1963). Similarly, Rule 10b-6(c)(3) provides that 
a person “shall be deemed... . to have distributed secu- 
rities acquired by him for investment” (at which point 
Rule 10b-6 ceases to apply), a provision which gives rise 
to close questions with respect to when an underwriter, 
for example, decides to “shelve” a “sour” issue, see 3 
Loss, Securities Regulation 1595 (2d ed. 1961). But Jaffee 
does not and, on this record, could not successfully contend | 
that ‘at any time following the effective date of the reg- 
istration statement he was holding his registered stock “for 
investment.” His very registration of shares owned by 
him implied an intention to sell or distribute rather than 
to hold them for investment. Moreover, Rule 10b-6(a) 
(3) (xi) provides that for the purpose of determining the 
liability of an underwriter and others who purchase se- 
curities within a brief specified period before the com- 
mencement of a distribution, “the distribution shall not be 
deemed to commence .. . prior to the effective date of the 
registration statement,” where the securities are regis- 
tered under the 1933 Act, as here. Although the last- 
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quoted provision does not refer to participants in a dis- 
tribution generally, see Note, The SEC’s Rule 10b-6: Pre- 
serving a Competitive Market During Distributions, 1967 — 
Duke L.J. 809, 848-49 (1967), the use of the “effective” 
date of the registration statement to define: the operative 
period of the rule is instructive here. The dangers of 
market manipulation that Rule 10b-6 was designed to_ 
eradicate, see Chris Craft Industries, Inc. v. Bangor Punta 
Corp., 426 F.2d 569, 577 (1970) (en banc), were continu- 
ally present so long as Jaffee’s purchases might have arti- 
ficially inflated the price of Solitron, thereby affording him — 
an opportunity to sell his registered stock at a price higher » 
than he would have received if the market had been per- 
mitted to seek its own level: The Commission was clearly | 


’. justified in applying the rule during a period following the 


‘registration and before Jaffee had “completed his par- | 
ticipation” in the distribution. See R. A. Holman € Co., 
Inc. v. Securities and Exchange Cominission, 366 F.2d 446, 
449 (2d Cir. 1966). | 
For similar reasons, and contrary to J affee’s assertion, 
the Commission need not have shown that Jaffee actually | 
__ intended to defraud the marketplace through his purchases. | 
The rule proscribes and clearly defines a practice which ' 
had, prior to the adoption of the rule in 1955, been used | 
fraudulently to distort the over-the-counter market. Where | 
the rule applies, its prohibition is absolute. See Note, | 
_ 1967 Duke L.J., supra, at $17-18. Apart from the plain 
language of the rule itself, a further internal index to the | | 
rule’s prophylactic intent appears in its subdivision (a) (3) 
(xi), which excepts from the exemption there defined, pur- 
chases otherwise within the exemption which “are for the 
purpose of creating actual, or apparent, active trading i in 
or raising the price of” the security in question. Jaffee 
in effect would have us SES the rule by reading, 
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similar language into the broad prohibition of the rule 
itself, although the Commission’s clear intent is to require 
actual manipulation or the like only to draw within the 
rule’s ambit activity that would otherwise be exempted 
from it.? 

Finally, Jaffee contends that there is no substantial evi- 
dence to support the Commission’s finding either that his 
‘violation was “willful,” a necessary precondition for his 
suspension, 15 U.S.C. §780(b) (5) (1964), or that the pur- 
chases involved the use of the mails or an instrumentality 
of interstate commerce, 17 C.F-R. §240.10b-5(a)(3). But 
as our recitation of the undisputed facts shows, Jaffee 
clearly intended to commit “the act which constitutes the 
violation,” Tager v. Securities and Exchange Commission, 
344 F.2d 5 (1965), which is all that is required in this con- 
text: And most of Jaffee’s purchases were effected through 
the broker-dealer Greene & Co., see note 2, supra, which 


at Jaffee’s instance placed bids for Solitron stock in the 
“pink sheets” distributed in interstate commerce by the 
National Daily Quotations Bureau. The insertion of bids 
in the sheets is sufficient support for the SEC’s jurisdic- 
tion. “The use of the mails . . . may be entirely inci- 
dental” to the scheme that is the basis for liability, United 
States v. Cashin, 281 F.2d 669, 673 (2d Cir. 1960), and 


2 Moreover, there is substantial evidence in the record to support the 
Commission’s finding that the broker-dealer Greene & Co., which effected 
the bulk of’ Jaffee’s purchases, was engaged in market-making activities 
in Solitron. throughout the relevant period. During this same period, 
Greene & Co. purchased as principal through Bernard Horn, a trader for 
Greene & Co., 25,000 shares of registered Solitron stock for its own 
account. Jaffee admitted that prior to the period during which he was 
making purchases of Solitron, but after the effective date of the regis- 
tration, he asked Horn to “go into” the “pink sheets” distributed by the 
National Quotation Bureau, Inc. Thereafter Greene & Co. continuously 
did insert bids in the quotation sheets. These facts amply refute the 
core of Jaffee’s theory, which is that the dangers Rule 10b-6 were 
designed to avert were not inherent in Jaffee’s activities. 
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the use here is better described as integral to the scheme 


than as merely incidental.* | 


Til. | 


This brings us to the telling argument urged by Jaffee 
& Co. Jaffee & Co. was disciplined, as we have already 
indicated, pursuant to Section 15(b)(5) of the Securities 

_and Exchange Act, 15 U.S.C. §780(b)(5). This section 
permits the Commission, in relevant part, to suspend the 
registration of a broker or dealer if it finds that the sus- 
pension “is in the public interest” and that a “person 
associated” with the broker or dealer, “whether prior or 
subsequent to becoming so associated,” willfully violated 
‘any provisions of various securities laws, including the 
1934 Act, or “any rule or regulation under such statutes.” 
Id. §780(b)(5)(D). As we have held, Jaffee was properly 
found to have willfully violated Rule 10b-6. Furthermore, 
Jaffee was clearly a person “associated” with Jaffee & 
Co., as that term is defined in 15 U.S.C. §78e(a) (18) to 
include both “partners” and “controlling” persons, by vir- 
tue of the firm’s partnership agreement dated December 
23, 1964 and effective January 1, 1965. As amended April 
1, 1966, that agreement named Jaffee and Kenneth Rich 
as the two partners in the firm. Jaffee contributed $195,000 
of the firm’s $200,000 cash capital as well as his Stock 


3 We also find no error in the Commission’s denial of Jaffee’s requests 
for access to various reports and other material in the files of ithe . 
Commission including statements made to the Commission by investors 
in Solitron and an S.E.C. file concerning its negotiations with respect 
to the mechanics of the October 11, 1962, registration of the Solitron 
offering. None of this material was available under Rule 11.1 of ‘the 
Commission’s Rules of Practice, 17 C.F.R. §201.11.1, which incorporates 
the substance of the Jencks Act, 18 U.S.C. §3500. Nor is there any 
indication that the undisclosed material might have been favorable, or 
even relevant, to Jaffce’s defense. S2e United States v. Andolschek, 
142 F.2d 503, 506 (2d Cir. 1944). 
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Exchange seat, valued at $200,000. Of the firm’s net profits 
on “general business,” Jaffee was to receive 94% while 
Rich’s share was only 1%. The firm’s losses were to fall 
with comparably lopsided disproportion: 99% on Jaffee 
and 1% on Rich. Thus, although Jaffee last transacted an 
illegitimate purchase of Solitron about 11 months before 
Jaffee & Co. came into being, §15(b)(5) at least by its 
terms was a serviceable device for suspending Jaffee & 
" Co. derivatively for Jaffee’s prior wrongs. 

A precondition to revocation, however, was that Jaffee 
& Co. be afforded “appropriate notice and opportunity for 
hearing,” 15 U.S.C. §780(b) (5) ; see also 5 U.S.C. §554(b). 
We conclude'that with respect to Jaffee & Co.’s derivative 
§15(b) (5) liability, neither condition was met in the pro- 
ceedings before the Commission. 

The order instituting the proceedings in its first para- 
graph identified Jaffee & Co. as a continuation of and as 
legally indistinguishable from the firm of Jaffee & Lever- 
ton, with which Jaffee had been associated at the times 
of his violations of Rule 10b-6.‘ Paragraphs II-8-D of the 
order recited that the Commission’s Division of Trading 
and Markets alleged that Jaffee & Co., along with other 
respondents, had itself violated various provisions of the 
securities acts, including Rule 10b-6. Clearly (since Jaffee 
& Co. did not exist in name at the time of the violations), 
the Division had in mind violations by the Leverton firm, 
which it considered as one with Jaffee & Co. Finally, in 
part III of the order the Commission broadly defined the 
purpose of the proceedings instituted as to determine ap- 


4 The Commission alleged that “Jaffee & Co., formerly known as Jaffee 
& Leverton .. . has been registered as a broker-dealer . . . since May 19, 
1963 and is still so registered.” May 19, 1963 was the date of the Lever- 
ton firm’s registration. Jaffee & Co.’s registration was effective January 
1, 1965. 
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propriate remedial action, based on the infractions alleged 
in part I, “pursuant to Sections 15(b), 154, and 19(a) (3) 
of the Exchange Act.” | 
Although the complaint mentioned that Jaffee was then 
a partner of Jaffee & Co., a reasonable construction of the 
gist of the complaint would have been that Jaffee & Co! had 
itself committed violations of the securities acts, not that 
the Commission contemplated only derivative liability. 
~ The omnibus citation in the order of hearing to §15(b), a 
provision which as codified includes ten subdivisions and 
consumes three pages in the United States Code Anno- 
tated, see 15 U.S.C.A. §780(b), would hardly have alerted 
Jaffee & Co. to the possibility it would incur derivative 
sanctions. - This is particularly true in view of the fact 
that Section 15(b) would also have served as the natural 
vehicle for disciplining Jaffee & Co. directly for its own 
infractions, if such infractions had been found. 
Moreover, as is apparent from the hearing examiner’s 
conclusion that Jaffee & Co. had been insufficiently notified 
of any potential derivative liability, the hearing itself so 
far as it involved Jaffee & Co. was concerned exclusively 
with questions bearing on whether it should be charged 
with alleged wrongs committed by the Leverton firm, In- 
deed, although the potential for derivative sanctions was 
of course inherent in the facts of the case from the outset, 
the Division apparently never suggested that the Com- 
mission actually rely on §15(b)(5) for that purpose ‘until 
it made the suggestion in a brief filed with the exarbiner 
after the conclusion of the hearing before him. Accord- 
ingly, although considerable evidence was introduced at 
the hearing by both sides concerning the relation between 
Jaffee & Co. and Leverton, and concerning Leverton's ac- 
tivities during the relative period, no consideration what- 
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ever was given to possible derivative sanctions. An ab- 
sence | of evidence bearing on the propriety of such 
Sanctions would appropriately have been expected had 
Jaffee '& Co. been properly notified of the possibility they 
would be imposed. As the Commission’s own brief before 
us on this appeal spells out at some length, the decision 
whether to invoke the sweeping power to impose essentially 
“no-fault” liability on a firm pursuant to $15(b)(5) is a 
complex and delicate one, requiring the careful weighing 
of detailed evidence bearing on the relationship between 
the infractor and the firm to be penalized derivatively. 
Had Jaffee & Co. been afforded adequate notice, it would 
have had an opportunity, both to take: action to lessen the 
attractiveness of invoking derivative sanctions and to in- 
troduce evidence before the hearing examiner tending to 
show that the use of such sanctions would not have been 
in the public interest. These opportunities were totally 
denied it by reason of the course adopted in the notice 
and at the Commission’s hearings. 

The Commission argues that notice js always sufficient 
whenever an order for hearing includes somewhere within 
its four corners a reference, however veiled and indis- 
tinet, to the facts and law which together would support 
the liability ultimately imposed. But such a mechanistic 
approach to the notice and hearing requirements of Sec- 
tion 15(b) (5) ignores the interrelationship between those 
two requirements and thus elevates form over function. 
As in other similar contexts, a primary purpose of the 
notice requirement in this case is to permit the respondent 
a reasonable opportunity to prepare a defense against the 
theory of liability invoked by those who institute the pro- 
ceedings against tt. A respondent may not reasonably be 
expected to defend itself against every theory of liability 
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or punishment that might theoretically be extrapolated 
from a complaint or order if one were to explore every 
permutation of fact and law there alluded to or asserted. 
The Commission’s proposed test would make a guessing- 
' game of proceedings that the notice and hearing require- 
ment are designed to rationalize. 

Thus, for the hearing requirement to have any meaning, 
the notice provision must be interpreted to require that 
respondent have “fair notice” of the claim lodged against 
it “and the grounds upon which it rests,” Conley, v. Gibson, 
355 U.S. 41, 47 (1957). Particularly in view of the inherent 
complexity of the proceedings and the concomitant major 
effort on the part of Jaffee & Co. required to meet any 
attacks against it, the order instituting these proceedings 
was patently inadequate to disclose that it would ultimately 
be required to fight a two-front war. Having drawn all the 
firm’s resources to the defense of the direct liability claim 
so elaborately limned in the order instituting the proceed- 
ings, it was improper and a breach of the notice and hearing 
requirements of §15(b) (5) for the Commission then to find 
(almost as an afterthought because it was not successful 
in its main thrust), that Jaffee & Co. had won a battle but 
lost a war it had no reason to know it was waging on a 
’ battlefield it had never entered. See In Re eee 390 
U.S. 544, 550 (1968). ; 

Accordingly, the order of the Commission is affirmed 
with respect to Jaffee but so much of the order as 'suspends 
the registration of Jaffee & Co. is vacated. 


